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The Public Accountant and the Credit Man 


By Jor, Hunter, C.P.A. 


The credit men of the United States constitute a large and 
important group of the business men of this country. The art 
of successfully extending credit is crystallizing into a profession. 
Public accountants believe that they can be of great service to 
credit men, and it is the purpose of this article to look into the 
matter informatively, to the end that the reader may perceive 
how best the public accountant may serve and generally assist 
credit men. 

In order to get a correct understanding of how credit men 
view the public accountants, the writer of this paper communi- 
cated with the president and secretary of each credit men’s asso- 
ciation of the United States — at least with all those reported in 
the Bulletin, the organ of the National Association of Credit 
Men. About 175 letters were sent out, of which the following is 


a copy: 


For the purpose of contributing to and probably creating additional 
sources of information for the credit man, THE JouRNAL OF ACCOUNTANCY 
of New York has requested the signer to write a paper on The Relation 
of the Public Accountant to the Credit Man. In order that the paper 
may be of much practical value, you are courteously requested to ex- 
press your opinion briefly as to how best the accountant may assist and 
serve the credit man. 

The number of answers received was surprising and the tenor 
of these answers most interesting. To the 175 letters sent out, 
sixty-two replies have been received. About ten courteously ex- 
cused themselves from answering on the ground that they were 


not competent to do so. The remaining fifty-two replies were 
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carefully diagrammed and a digest made of them. Each opinion 
was treated as a unit. For example, if the credit man replied that 
in his opinion the accountant could best serve him by getting out 
a correct balance sheet of the firm desiring credit, this opinion is 
treated as a unit in this digest and the results incorporated herein. 
It so happened, as might be expected, that the consensus of opin- 
ion was in favor of a certified balance sheet; but there are other 
thoughts outlined by the credit men, and if we accountants have 
considered them before, we might well be reminded of them 
again, because they are not only interesting, but useful. 

The same general principles of business activities, business 
experience, or the lack of it, are applicable to all parts of the 
United States. Thus one man in South Dakota writes that, 
speaking from the experience of the firm with which he is as- 
sociated, they have not found the services of a public accountant 
useful, because the individuals and firms with whom they do 
business are as a rule too small to need an accountant. Practi- 
cally the same thing was written by a Tennessee credit man. It 
may be suggested, though, to both these gentlemen, that if some 
of our enterprising accountants had an opportunity to open up 
and examine this subject for such small merchants, they might 
view it differently. If, as has been well defined, “a public ac- 
countant is a person skilled in the affairs of commerce and finance 
and particularly in the accounts relating thereto,” it would seem 
that he would be most helpful to the credit man. 

Whatever accountants themselves may think about their scope 
of usefulness to the credit man and what part of their duties 
would be most useful to him, the following list illustrates what 
credit men think: 

The representatives of twenty-four credit men’s associations 
thought that the accountant’s services could best be used by get- 
ting him to certify to the debtor’s balance sheet. 

Next, the representatives of twenty-one credit men’s asso- 
ciations thought that the accountant could best serve the credit 
man by devising appropriate systems of account. 

The others replied that the accountants would be of value for 
the following functions: 

Business advisor 10 
Ascertaining collectibility of notes and accounts 
receivable and disclosing contingent liabilities 8 
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Disclosing cost of doing business 

Financial statements made out in uniform style 

Bankruptcy cases 

Inventories scrutinized 

Records honestly kept 

Verifying statement of large creditor 

Enactment of false statement law in each state 

Sufficient working capital 

Not affected by fear or favor 

Credit men suggesting to smaller firms the ser- 
vices of a public accountant I 

No common interest 4 
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Every accountant and indeed most business men will probably 
agree that the one greatest single service he may perform for 
them is furnishing a certified balance sheet of a debtor’s busi- 
ness. Twenty-four expressed this thought. And, indeed, as the 
children say, “it is the truest thing in the world.” A balance 
sheet is an expression of opinion about the condition of a busi- 
ness at a given time or date; but the attention this opinion com- 
mands is not always as great when the statement is prepared by 
parties at interest as it is when compiled by disinterested ac- 
countants, especially after a searching examination of the 
records. Add to this a sweeping certificate over the signature 
of a well-known accountant firm and, if justified by the condi- 
tions, your merchant or other business man has in his hands a 
superior reason for his being granted a line of credit, either 
by the bank or a wholesaler. To those not informed, it may 
be explained that an unqualified certificate attached to a balance 
sheet generally denotes that the business is not only as stated, 
but that the conditions may be easily proven to the intending 
lender or investor. An unqualified certificate attached to a 
balance sheet rests upon the reputation of the signatory account- 
ant. This it may easily tarnish or add to it an additional lustre. 


The certified balance sheet is perhaps the most invaluable 
financial statement. Mr. David Forgan, president of the First 
National Bank of Chicago, voices this when he says: 


The movement among bankers to encourage, if not demand, that 
statements made by borrowers as a basis of credit should be verified by 
an audit of their books and certified to dead public accountants, has my 
heartiest sympathy and support. . . . 
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Many of our best borrowers voluntary supply them, and their num- 
ber is constantly increasing. For their own protection and satisfaction 
they regard an annual audit necessary and the certified balance sheet 
furnished their bankers becomes a source of pride to them. 


Mr. Oliver J. Sands, president of the American National 
Bank of Richmond, Va., one of the most eminent financiers in 
the southeastern states, referring to Mr. Forgan’s remarks, has 
to say so much of interest to the accountants that I quote it in 
full: 


Mr. Forgan’s expression seems to be the general opinion of many 
who replied to the inquiries made by the American Association of 
Public Accountants. I think the rules of the federal reserve board will 
require all persons whose paper is offered for rediscount to the federal 
reserve bank to file statements which have been certified to by licensed 
accountants. 

It seems to me that credit men should co-operate with the C. P. A.’s 
in the matter of a uniformity of statements, etc., so that the reports of 
the accountants can be made most valuable to the credit men. We have 
filed with us frequently statements made by accountants, which do not 
cover many of the important points which enter into questions of credit 
and a little keener appreciation of these facts by the accountants would 
make their statements of more value. 


Mr. Battin, secretary of the Milwaukee association, agrees 
with Mr. Sands. He says: 


Now that the new banking and currency law has been passed and 
arrangements are being made to put the same into operation, I am satis- 
fied that the public accountant is going to come into closer relations with 
business, particularly large business, than heretofore. My opinion is, 
in view of the fact that commercial paper will undoubtedly be used 
largely between banks and the reserve banks, that the public accountant 
will find more than ever to do, as banks will undoubtedly more and 
more require carefully prepared and certified statements and reports 
when accepting notes and extending credit. This seems reasonable in 
view of the fact that undoubtedly these notes will frequently find their 
way to reserve banks on account of the necessity of additional currency 
and a note with such a certified statement attached, it appears to me, will 
be of more value in the banking and credit world. 


Mr. Enoch Rauh, president of the Pittsburgh Association of 
Credit Men well expresses the idea by stating that the pro- 
fessional accountant may best serve the credit man by: 


(a) Installing for business houses generally such systems of ac- 
counting as will readily enable a statement to be taken from the general 
books showing at a glance the assets in the order of their realizability, 
and the liabilities in the order of their liquidation. 

(b) The arranging and grouping of the assets and liabilities so as 
to show the reserves for depreciation, bad debts, etc., to the end that 
the net valuations of the assets may be readily determined. 

(c) By refusing to certify to the correctness of any financial state- 
ment on any other evidence than “professional knowledge” of the true 
facts relating thereto. 
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Mr. E. G. Lecky of the Portland, Oregon, association, states 
it well by saying: 


It being generally acknowledged that the keystone of all lines of 
credit, whether in the nature of loans, stocks, bonds or merchandise, is 
the property statement, it behooves those responsible for the credit to 
make certain of the correctness of the figures appearing upon the state- 
ment, and these can only be verified by the certificate of a competent 
accountant. 

Perhaps most of us have exalted ideas of the value of our own 
property and an applicant for credit might, and sometimes does, in good 
faith, make statements which must be discounted at least fifty per cent 
before even approximating market value. Many business men do not 
take into consideration any depreciation, which in the case of machinery, 
is particularly heavy. Others make no mention of contingent liabilities, 
while the system of many, even of the larger companies, is such that it 
is virtually impossible even to approximate their standing. 

If banks and the larger business houses were to insist upon certified 
statements, there is no doubt that the annual loss from bad debts of some 
one hundred odd million would be substantially reduced, to say nothing 
of the increased security afforded stock and bond holders. 


Twenty-one credit men thought that in the devising of suit- 
able accounting systems, the accountant was at his highest mark 
of service to them. Devising accounting systems is not, of 
course, the same kind of work as preparing a balance sheet. One 
is an act of immediacy, so to speak, whilst the installing of an 
accounting system is more like the gradual working out of a 
thought. 

Mr. L. O. Emerick, chairman of the credit information com- 
mittee, Charleston, West Virginia, Association of Credit Men, 
thinks: 


If the debtor’s books have been audited and his system examined 
at least once a year by a public accountant, and a statement taken of his 
business by this accountant, the credit man will feel he is safe in ex- 
tending the line of credit on such a statement. 

I would suggest that I think it would be a very good idea for every 
credit man to have printed on his stationery, that the debtor’s books 
should be audited at least once a year by a public accountant. If this 
were done, it would add fifty per cent to the value of his worth. 


Mr. I. K. Schnaitter, secretary, Cleveland, Ohio, Associa- 
tion of Credit Men, states: 
The credit man and the accountant are after facts. Correct account- 


ing enhances the value of a credit risk and teaches a concern to be 
more careful with its credits and is of general value in that respect. 


Mr. John McClelland, of the Houston, Texas, Credit Men’s 
Association, writes that: 
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It is often a fact that many concerns can not secure a line of credit 
unless their books and accounts have been gone over by a public ac- 
countant and an unbiased statement made of their standing. Cor- 
porations that have a large list of stockholders and float their paper 
on the open market have yearly audits made by public accountants. 
Why? The management and the stockholders want to know what the 
year’s business has produced and that the statement they make is correct 
in order to secure credit. When a concern is in financial trouble, the 
first move the creditors make is to have an accountant and see how 
they stand. 


Other associations of credit men expressed practically the 
same ideas, but these have been selected as showing how wide- 
spread is the sentiment. 

Nine credit men thought the accountant could give good 
service as a business advisor. This, of course, is unquestionably 
true. A prominent western accountant has well expressed this 
thought in the following language: 


The accountant should have, or study to acquire, a sixth sense, to 
pick out the weak spot in any business. It frequently happens that the 
general books are well and neatly kept, and a careful analysis of the 
gross income and expenditure fails to indicate the source of the weak- 
ness. In such cases it behooves the careful accountant to study condi- 
tions outside the book records, in order to do full justice to his client. 
It may be that he is so fortunate as to have in his own office the 
figures of some other concern doing a similar business, with which he 
may make comparisons; if so, a clue to work on may be obtained with- 
out a breach of confidence, provided he does not in any way expose the 
business of the former client. A lawyer uses the decisions of one or 
more cases to guide him in the conduct of others, and an accountant 
has the right to use his records for his own guidance. 


Mr. M. W. Henley, of the Syracuse, New York, association 
writes : 


In my opinion the public accountant should endeavor to make enough 
of an accountant «f the credit man to enable him intelligently to 
examine a customer’s ledger, or other books of account, so as to be able 
to tell whether or not the concern is in a good financial condition; and 
if not, to be able to point out to the customer what should be done to 
improve his condition; whether there was too much in accounts receiv- 
able, or whether he was over-buying. It would seem to me that the 
public accountant could assist the credit man in this way at the beginning 
by calling the attention of the credit man to the condition of his books 
of account at the time of making an examination or regular audit; that is, 
instead of the customary simple certified report, give the credit man a 
detailed report of the condition of his books in relation to merchandise 
on hand and accounts receivable versus amount of business done by his 
house. If the credit man properly understands the balance that should 
be maintained in his own case, he should be competent to pass judg- 
ment on the books of his customers when called upon to do so. 


Mr. Clarence Braden, president of the Louisville, Kentucky, 
association, thinks that it is not within the power of the public 
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accountant to ascertain the liberality or lack of liberality of the 
credit man in the extension of credit, but if the percentage of 
losses appears excessive, the fact may be due not to the bad 
judgment of the credit man in extending the initial credit, but 
in connection with handling the account after it has been placed 
on the books. He thinks that possibly more accounts have been 
lost by inattention after the sale has been made than by bad 
judgment on the part of the credit man in the original extension 
of the credit. 

It may not be too much to say that if the question were put 
to the average practitioner of many years’ experience, he would 
probably answer that as a business advisor he could serve the 
world best. Who better than the trained accountant, the busi- 
ness economist, could advise the intending investor whether or 
not he should put his money into a certain business, the present 
condition of which was disclosed by a balance sheet in evidence? 
Or, in the case, say, of a dissatisfied partner desiring to get at 
the true status of affairs and wanting an unbiased opinion? 
Again, a disgruntled minority shareholder, misled by suspicion 
or greed, may well have such feelings allayed by the conscien- 
tious accountant. 

I think that it is as the business advisor the accountant finds 
his highest mark of usefulness. We all know that when a 
business fails auditors are generally called in, unless such failure 
is thoroughly disastrous and there is nothing left wherewith to 
pay expenses. Now how much better would it be to forestall or 
perhaps reduce the total loss and call in the advisory or consult- 
ing accountant before the failure occurs? I am satisfied that 
the net loss to the business public will be considerably reduced 
if such a plan be followed. 

The figures which the accountant sets down, particularly 
when he presents an analytical study of costs and returns, may 
go far toward explaining the values with which he deals and 
the success or failure of the undertaking of which he is a part; 
but when the accountant goes beyond his figures into the dis- 
cussion of causes and effects, he ceases to be an accountant and 
becomes a practical economist or business advisor. And who 
could be better fitted to give expert advice than a thoroughly 
trained accountant who has, in addition to his knowledge of 
accounting, a general business training, a special knowledge 
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of the business in which he is employed and some knowledge 
of economic theory? 

Five credit men thought that considerable service could be 
rendered them by work leading up to the ascertaining of the 
collectibility of the accounts and bills receivable. Mr. W. C. 
McKain, manager and counsel of the Youngstown, Ohio, asso- 
ciation writes so interestingly on this point, that I am quoting 
him in full. He states that: 


While my official position brings me in touch with credit men, yet 
I do not, of course, feel their individual pulse beats and heart throbs. 
However, it seems to me that the public accountant is in just as splendid 
a position to coach the credit man and perform a most valuable mis- 
sionary work as is the credit man to perform the same service with his 
customers. 

In other words, the public accountant, by reason of his position, 
should be able to talk to the credit man advisedly when from an ex- 
amination of his accounts he finds; that he is over-stepping the prescribed 
bounds of safe credit granting. If he finds ledger balances on a non-rated 
or off-rated account in excess of the customary fixed limits, and not sup- 
ported by a financial statement, he is in a position to say to the credit 
man that in his opinion he is erring in judgment. 

If he finds a customer, who from the looks of the account, is making 
unjust claims, and is still carrying a first grade of credit, it should be 
his duty to say to the credit man that he is not doing his duty in not 
reporting same to the mercantile agency. 

The public accountant is also in position to urge and expect simple 
but uniform methods of accounting, just the same as the credit man 
recommends to his customers and assists them in bringing the same 
about. 

I believe the public accountant should check the credit man’s signed 
statements and see how generally he secures them — see if he is extend- 
ing credit to customers who are carrying no, or inadequate, insurance. 


Mr. Vernon Hall of the Dallas, Texas, association, gives us 
a sharp slap on the wrist. He writes that he has 


frequently noticed that public accountants will thoroughly audit the 
books of a firm or corporation and state in the certified balance sheet 
the correct amount of the assets of the concern and the correct amount 
of the liabilities. Frequently, however, the accountant does not take 
into account in his balance sheet, contingent liabilities, such as liabilities 
for paper discounted at bank, or liabilities incurred by reason of 
endorsement of the obligations of other firms or corporations, and thus 
fails to show the true condition of the indebtedness of the concern whose 
affairs have been audited. 

This mistake, as the writer sees it, is sometimes made by the public 
accountant’s failure to analyze and properly give the value of the assets. 
More particularly is this true of the bills receivable. Sometimes a firm 
will carry on its books as assets book accounts which are from one to 
five years old. Frequently the accountant will make an audit of the 
books and certify to the correctness of the bills and accounts receivable, 
but give the credit man no information whatever as to their value. The 
credit man presuming that the audit has been made by a competent ac- 
countant, as is nearly always the case, will take it that these bills re- 
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ceivable and accounts receivable represent the value stated in the balance 
sheet. This is not true and it will be found that many of the accounts 
and bills receivable are against persons who are insolvent, or who had 
counter-claims against the firm or corporation, or who have declined to 
pay the bill on account of some dispute as to the amount of the account, 
or as to the value of the goods which were received and which the ac- 
count represents. 

The writer would suggest that the accountant could be much more 
helpful to the credit man, if in addition to presenting a balance sheet, 
he prepared a summary of all the assets and a complete history of all the 
large accounts which are represented in the balance sheet as accounts 
receivable or bills receivable. If the account is past due and is of 
enough importance to warrant that much attention, the accountant, it 
seems, should state the reason for its not having been paid, and should 
also give the financial standing of the debtor so as to enable a man ex- 
amining the balance sheet to determine whether or not this particular 
account will be collectible. 


Answering Mr. Hall’s criticism that the accountant does not 
take into consideration secondary liabilities, such as discounts 
and endorsements, and that he fails to set up the true value of the 
receivables, I might quote the old saw, “Hindsight is better than 
foresight.” This is with respect to the receivables and written 
humorously. The careful accountant should and will give effect 
on the balance sheet to contingent and secondary liabilities. He 
will not, of course, be able to foresee whether a particular ac- 
count or note receivable will be collected, but his reserve for bad 
debts should be sufficiently great to cover every reasonable chance 
of loss. 

Three credit men laid stress upon the services of the ac- 
countant in bringing out the cost of doing business. Mr. Walter 
Brooks, of the Grand Rapids, Michigan, association writes : 


I think one of the greatest points of service, if not the greatest, is 
the fact that the public accountant is teaching the business man in a 
large measure the necessity of keeping a correct account of his busi- 
ness, which includes, of course, an accurate expense and a correct sum- 
mary of every thing. 

This lesson being taught, it follows down the line to the retailer and 
smaller business man, and they are now beginning to realize the im- 
portance of knowing what it costs them to maintain their business; and 
in fact, it will be only a matter of a few years until the man who does 
= what his business is costing him will be eliminated from the 

eld. 

Take it in our particular line (brass works)—practically ninety per 
cent of the failures that we have to be interested in by having small ac- 
counts with them are due to the lack of a thorough understanding of 
their business. The public accountant has taken the initiative on the line 
of progress and is teaching the general public, as well as the big manu- 
facturer and business man, conservation in cost. The public accountant 
by his articles on this subject is coming in touch with the credit men 
and they are co-operating to bring about good results. 
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Mr. Roy M. Jamison of the New Castle, Pa., association says: 


My experience has led me to believe that the average retail merchant 
is a very poor bookkeeper and that this is one reason for a number of 
failures, as such merchants do not know whether they are making or 
losing money. 

It is really surprising how differently men estimate the cost 
of doing business. Some of them set up standards which are 
best described by stating them as incomplete. The real cost of 
doing business can only be determined by counting up what you 
have and what you owe, then deducting your liabilities from your 
assets —if you are fortunate enough to have more assets than 
liabilities. This plan shows the present worth of the business, 
or the present deficit, as the case may be. Its success depends 
upon the statements being prepared by experienced people. 
Then, when the profit shall have been shown and if this amount 
agrees with the difference between the sales and general ex- 
penses, our merchant will know his exact cost of doing busi- 
ness. But he cannot positively prove it in any other manner. 

Two credit men emphasized the importance of making out 
audit reports in uniform style. Mr. W. D. Vincent, of the 
Spokane, Washington, association, says forcibly: 

Another thing that a credit man would appreciate is a simplification 
of some of the reports that public accountants often make. Occasionally 
a public accountant will make a report that it takes a certified public 
accountant to understand. 

Mr. Oliver Sands, whose letter I have already quoted, also 
brings out his point. It may be accepted generally that the rule 
governing the making out of financial statements is the one ex- 
pressed by Mr. Enoch Rauh, of the Pittsburgh association, which 
has already been quoted in this article. Speaking generally, 
most accountants of experience frame their balance sheets along 
these lines. 

The other points of interest brought out by various writers 
were the importance of accountants’ scrutinizing inventories; 
their verifying statements submitted by large creditors; their 
help in getting enacted a false statement law in each state; the 
determinaticn by them of the sufficiency of working capital; the 
value of their services in the examination of bankruptcy cases 
and in seeing that books of record are honestly kept. Mr. E. L. 
Adams, president of the Atlanta association, expresses this idea 
very forcibly when he states that: 
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If the public accountant in pursuing his labors drives home the idea 
that books of account must be honestly kept, and that along with the 
honesty and integrity of the credit seeker must go a financial statement 
that will make his obligations good, he will be serving the credit man most 
effectively. 


The letters received from the various associations contain 
too great a number of interestirz suggestions to allow their use 
in the space at my disposal. As may be seen from the fore- 
going, they cover a very wide range of thought, from four asso- 
ciations, which thought there was no common interest between 
the credit man and the public accountant, to the ideas of Mr. 
J. W. Pettyjohn, secretary of the Jacksonville, Florida, asso- 
ciation. He writes: , 


For instance, suppose a public accountant should show tabulated 
clearly the following figures to the credit man of any concern: 
The percentage of loss to the average receivables. 
The percentage of loss to sales. 
The percentage of loss to sales to customers rated and unrated. 
The percentage of loss on accounts with credit limit $500.00 or less. 
The percentage of loss with a credit limit in excess of $500.00. 
The percentage of loss on sales made on short terms and the 
percentage on sales made on long terms. 
The percentage of loss to the net profit of the business. 
The percentage of loss to the expense account. 
The percentage of loss to the capital. 


Perhaps not all merchants and business men think it neces- 
sary for the accountant to go as far as this. 

One of the greatest difficulties the accountant encounters is 
in the handling of the merchandise inventory of stock on hand. 
This has been well described by Mr. Edward L. Suffern, an 
eminent accountant of New York, as follows: 


It seems to be commonly expected that the accountant should be able 
to prove this class of assets as accurately as he does the cash, and so he 
can, approximately, where a complete, scientific system of accounts is 
kept — accounts which show the amount of everything on hand cur- 
rently — accounts which show cost of all goods produced at any stage 
of production and which present clear and intelligible figures upon which 
calculations can be made. Where such accounts exist, it is possible to 
be reasonably accurate as to all forms of merchandise counted as assets. 

Unfortunately, however, such accounts are quite exceptional. Ordi- 
narily, it is exceedingly difficult to ascertain close values otherwise than 
by taking an actual inventory, and this is almost always a tedious and 
expensive undertaking. It is rarely the case that the accountant is as- 
sociated with the force engaged in taking the inventory even when the 
date at which it is taken coincides with that upon which an audit termi- 
nates. This places upon the accountant the necessity of checking the 
inventory by the best means available after it has been completed and 
frequently at a much later date—a process which in most instances pre- 
cludes him from forming more than a general opinion as to its accuracy 
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and forces him to rely upon the assurances of others that it has been 
taken carefully as to count and truly as to values. In such circumstances 
the accountant is justified in making his certificate qualified as to such 
matters which he can not positively verify 

Where an examination is made independently of an audit and at a 
different period, it is clear that the accountant can do little more than 
to make and accept estimates as to the correctness of the values placed 
upon merchandise (except in the cases described above, where proper 
accounts have been kept). 


The associations at Minneapolis, Minn. and Omaha, Nebraska, 
both bring out an important point. Secretary Badger,'‘of Minne- 
apolis, writes: 


Where large or excessive lines of credit are granted, I believe that 
the credit man should have the financial statement verified by a compet- 
ent, disinterested public accountant. There are too many opportunities 
for fraud and deception. No applicant for credit will state what he 
knows to be detrimental to his interests. The credit grantor should be 
in a position to judge whether the cost of doing business is in a safe 
proportion to the amount of business transacted, and this can be deter- 
mined only by a thorough audit of the books. 

I could cite instances where the debtor had an expense account of 
fifty per cent of his sales; but this did not show up until liquidation, 
and then the creditors received but very small dividends on their claims. 
Other instances of “sculduggery” could be unearthed by a shrewd, com- 
petent public accountant. 

I do not believe that this matter has been brought sufficiently to the 
attention of credit men, as it is easily recognized in the subsequent fail- 
ures. 


Mr. L. L. French, of Omaha, confirms the same thought 
when he says: 

In instances where the house seeking credit is large and a certified 
public accountant might secure the opportunity to investigate the condi- 
tions existing, I can readily see where the advantages to the credit man 
would be of great value. 

To sum up the whole matter the consensus of opinion favors 
the having of a certified balance sheet by a public accountant, 
the devising of a suitable accounting system and the account- 
ant’s acting as a business advisor. 
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A Financial Plan or Budget for the National 
Government" 


By Harvey S. CuHase, C. P.A. 


It should be remembered in discussions concerning the 
national budget of the United States that there are, necessarily, 
two viewpoints which are quite distinct. One of these is the 
inside viewpoint and the other is the outside. One is the view- 
point of congress and of the executive departments; the other 
is that of the intelligent citizen and of the economist interested 
in governmental finance. 

Both viewpoints must be provided in a complete national 
budget. The first requires that the “estimates” (proposed ex- 
penditures) shall be classified according to units of organiza- 
tion, i.e., the departments, divisions, and establishments which 
are to spend the appropriations. The second requires that the 
estimates be classified according to purposes of expenditure, 
(functions of government) irrespective of the title of the de- 
partment or division which is to spend the money. 

The great difficulty heretofore in budget consideration has 
been the attempt to condense these two viewpoints into one, and 
to set up only a single classification. With such a classification, 
if arranged by organization units, the outsider (citizen, or 
economist) can get little information concerning expenditure 
for purposes. If, on the other hand, the classification is made 
according to purposes and functions, then the average congress- 
man is likely to claim that he cannot make head or tail of it, 
so far as appropriations and legislative requirements are con- 
cerned. 

This situation being acknowledged and the reasons for it 
perceived, it becomes evident that the budget compiler should 
provide both classifications, that is to say, the same total figures 
should be arranged in two detailed systems, one for the insider’s 
(legislator’s) and the other for the outsider’s (citizen’s) view- 
point. 
~ * An address before the National Association of Comptrollers and Accounting 


age 4 at the annual meeting, 1914, held at Miiwaukee, Wisconsin, June 11th 
to th. 
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1. Classification by Organization Units 


This classification, i.e., by departments, divisions, offices, 
and establishments, should exhibit a summary of the insider’s 
viewpoint. The details of this viewpoint fill eight hundred and 
seventy quarto pages in the Book of Estimates, 1915, and will 
fill nearly as many more in the Digest of Appropriations, 1915. 

This summary should be arranged in columnar form, each 
column exhibiting the title of an appropriation act by congress. 
The primary divisions of the government, “legislative,” ‘“execu- 
tive,” and “judicial,” as well as the subdivisions, departments, 
establishments, etc., should be set forth in the title column at the 
left. Items pertaining to each unit of organization should be 
distributed to the proper column representing an appropriation 
act. By this classification the wide distribution of such items 
is clearly exhibited and the advantage of some better method of 
grouping appropriations becomes evident. 

This classification, table I, is exhibited as follows: 
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Classification by Purposes or Functions 


The primary distinctions exhibited in this classification are 
five: 1. War purposes; 2. civil purposes, (other than postal) ; 
3. postal purposes; 4. general administrative purposes; 5. local 
government purposes. 

The secondary distinction in each of these primary divisions 
is the separation into “operation and maintenance expenses,” 
contrasted with “construction and improvement outlays.” These 
are the titles of the first two columns in the following detailed 
exhibit, while the third column represents the totals of the first 
two columns. These columns set forth important information 
which has not been available heretofore in governmental esti- 
mates or publications. This separation is fundamentally neces- 
sary if comparisons with previous or subsequent years are to 
be made, or correct ideas obtained concerning extravagance or 
economy in the expenditure of public money. 


TABLE II 
THE NATIONAL BUDGET 
Expenditures for the Fiscal Year 1914~-15 


“Estimates” of appropriations—classified by purposes or functions. 





FOR WAR PURPOSES. Operation and Construction Total 
Army. Navy. War pensions. War debts. maintenance and improve- estimated 
Current charges. Annual appropriations. (*) expenses ment outlays expenditures 


Defense by land (military) $100,249,712 $14,379,198 $ 114,628,910 
Defense by sea (naval) 98,311,306 42,490,734 140,802,040 
Administration: Secretary of war 148,040 148,040 
Adjutant-general’s office 730,570 730,570 
Quartermaster corps 378,670 378,670 
Engineers and insular affairs 208,581 208,581 
Other offices, war dept. 456,598 
Administration: Secretary of the navy .. 76,460 76,460 
Bureaus: navigation, intelligence, records 108,790 108,790 
Bureaus: engineering, repairs, yards and 
docks 106,430 106,430 
Bureaus: supplies, accounts and other 
offices 304,660 304,660 
Operation and maintenance (2/3) of the 
state, war and navy building(*) 188,013 2,000 190,013 
War pensions, retirements, veterans’ homes, 
186,674,527 23,424 186,697,951 


$387,942,357 $56,895,356 $ 444,837,713 

Fixed charges. Permanent appropriations.(") 
Interest on war debts $ 13,000,000 $ 13,000,000 
Sinking-fund provisions for war debts(‘*) .. 37,000,000 37,000,000 
Trust funds, established by war requir’m’ts 2,770,000 2,770,000 
Special funds and accts, for war purposes 5,574,477 5,574,477 


Total for war purposes $446,286,834 $56,895,356 $ 503,182,190 
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FOR CIVIL PURPOSES. 
State, Interior, Agriculture, Commerce, Labor, Etc. 
Current charges. Annual appropriations.(") 


COMMERCE, BANKING, ETC. 








Promotion and regulation of commerce ..... 3,578,305 3,578,305 
Promotion of transportation : (5) 
Improvements of rivers and harbors ...... 3,197,815 38,286,080 41,483,895 
Lighthouses, life saving, roads, surveys 
GRETROOTEEE,.. GID 6c iccsescsens Siakedene 12,484,004 2,679,700 15,163,704 
po errr rT ee seeds 1,546,395 22,228,760 23,775,155 
Regulation of currency, coinage, etc ........ 5,862,452 5,862,452 
Memmintion Of DABMIRG ..ccccccccccccces ome 194,240 94,240 
NATURAL RESOURC”'S, AGRICULTURE, ETC. 
Promotion of agriculture(*5) ....... err 8,951,617 47,500 8,999,117 
PE GE TR 6-6 065-2660 c0gnseue 5,390,741 477,590 5,868,331 
Care and utilization of public lands ...... 3,184,920 10,000 3,194,920 
Promotion and regulation of mining, water 
Se, Gb én digas nabeusensnacen may 2,284,520 2,284,520 
Meteorological research, weather bureau, | etc. 1,667,270 3,000 1,670,270 
Promotion of fisheries .......... (ceateans 1,155,730 255,900 1,411,630 
WELFARE, LABOR, ETC. 
Promotion of the welfare of the laboring 
classes and regulation of labor(*) ...... 4,068,250 812,200 4,880,450 
Promotion of public health(5) .........e.- 4,087,062 104,700 4,191,762 
Promotion of education and recreation (5) _ “ne 1,349,376 1,271,014 2,620,390 
Provision for Indians and wards of the 
Renee eer are re 9,295,715 1,635,400 10,931,115 
Provision for defectives, dependents, ete. Son 1,565,349 5,000 2,020,349 
PATENTS, STANDARDS, STATISTICS, ETC. 
Patents and copyrights ......... rns er 1,626,300 1,626,300 
Statistical research, census, etc. .........ee0% 1,709,720 1,709,720 
Standards of measurement, etc ........... 837,175 395,000 1,232,175 
FOREIGN AFFAIRS AND DEPT. ADMINISTRATION : 
Foreign affairs and gen ge panes bahia 3,920,970 477,000 4,397,970 
Administration ; Dep’t Oe PN bcbbees «400 354,060 354,060 
a  . eee 634,040 634,040 
“i « * Pepteeitere ...css 765,988 765,988 
a ~ rr inca dies 252,160 252,160 
” lO RS 183,040 183, 040 
Operation and maintenance, (1/3) state, war 
SE Ge WE OP bb ce cn teuscistscce 94,007 1,000 95,007 
$ 80,241,221 $69,139,844 $ 149,381,065 
Fized charges. Permanent appropriations. (") 
oe on bonds other than for war pur- 
EE PE ee Per Ae eee re 9,900,000 9,900,000 
Sinking-fund provisions for other than war 
i rE rr er Aer ern re 23,717,000 23,717,000 
Trust funds provisions for other than war 
oy bacts ee pean eee . 7,772,730 7,772,730 
Special funds and accounts for other than 
war purposes: 
Promotion of transport’n facilities: 
Se QUE 6ks 0 biteadsceceaic 2,000,000 2,000,000 
Protection of navigable streams ..... 2,000,000 2,000, 000 
River and harbor improvements ..... 679,600 679, 600 
— t ¢ Feeney 420,000 420,000 





(*) Operation and maintenance expenses of office building, rents, etc., are mainly in- 
cluded in item (*) in “general administrative purposes,” because these expenses cannot 
be separated under present methods of bookkeeping. 

(*) This amount should be distributed in detail to the various departments and divisions. 

(*) Approximately one-half of this is offset by District of Columbia revenues. 

(*) Sinking-fund provisions are negligible; merely bookkeeping items having no actual 
existence. There are no securities and no cash in the so-called “sinking fund.” 

(5) See also additional estimates under “permanent appropriations.” 

(*) Including bureau of naturalization, $250,000. 

(") These terms “annual” and “permanent” might be better stated “current” and 
“recurrent,” as all appropriations are enacted annually by congress, even though the 
amount is not fixed, (indefinite) or the time is not fixed (indeterminate). 
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Promotion of agriculture: 








Moectampation fumed <<. ccccccccecs er 9,000,000 9,000,000 
Colleges of agriculture and mechanic 
EN ask eta eee ts ee Me eiela a's 2,500,000 2,500,000 
Experiment stations, etc. ........... ,200 4 
Promotion of public health: 
Meat inspection, bureau of animal in- 
OR ea ee rer er 3,000,000 3,000,000 
Promotion of education, recreation, etc. : 
H PE GE OE do cecencceccaes 600,000 600,000 
t 2, 3 and 5 per cent funds to state ...... 225,000 225,000 
4 Maintenance national parks, etc. ..... 125,000 125,000 
Public schools, territories ........ we 100,000 100,000 
i Education of blind, etc. .....ccccces 11,000 ,000 
J Care of Indians: 
Civilization of the Sioux ........... 800,000 800,000 
Medium of exchange: 
National currency, contingent expenses, 
Ne ci a iemare ee aetna és anee ae cones 280,000 280,000 
Foreign affairs: 
Pay of consular officers in transit ... 65,000 65,000 
Care of defectives: 
Indigent. a re eee ee 25,000 25,000 
Totals of special funds and accounts ...... $ 11,779,200 $10,099,600 $ 21,878,800 
Other permanent appropriations for other 
ee Se I. bc davccncnckoeecas 381,500 381,500 
Totals for civil purposes (except postal) ..... $133,791,651 $79,239,444 $ 213,031,095 








For Postal SERVICE. 
Postal service, payable from postal reve- 

Rigas aR a due erin hank ach tok Oa 6:4 306,953,117 
Administration of postmaster-general’s dept. 1,850,000 
Operation and maintenance of post offices 

errr rer er Tee Tee Tree re ee 


306,953,117 
1,850,000 





Cee Fe OOUGEE GTSONPE) hc dccccviesceseces $308,803,117 


$ 308,803,117 








FOR GENERAL ADMINISTRATIVE 
PURPOSES 


Covering requirements both for war 
and for civil purposes 
LEGISLATIVE, EXECUTIVE, JUDICIAL, ETc. 
Current charges. Annual appropriations(*) 








LEGISLATIVE : 
{ ee ee GRGRNE GORED 4c cc cccsecesse $ 1,849,287 $ 8,500 $ 1,857,787 
1 The house of representatives ........... 4,956,985 4,956,985 
3 JUDICIAL: 
i The supreme court and other courts ...... 6,299,110 6,299,110 
: EXECUTIVE: 
' The president, vice president and the execu- 
4 I: ks ditch ak a bh ea a ear Aes ow 210,440 210,440 
i Civil service commission .........2..e0. 450,165 5,000 455,165 
Collection of the revenues, etc.—treasury . 17,247,650 125,000 17,372,650 
' General accounting and auditing—treasury 1,752,080 1,752,080 
J Operation and maintenance of public build- 
H f° fran 8,098,412 8,098,412 
{ Construction and improvement of buildings 
| Se ES in a wadhd Skis bh oan 60. 6-4 8.6 6,302,584 6,302,584 
4 Public printing, all departments(?) ...... 5,892,408 130,000 6,022,408 
t General supply committee .............. 65,640 65,640 
Reference and library purposes ......... 465,585 127,000 592,585 
} Distribution of documents .............. 318,275 318,275 
ra Administration of treasury dep’t ........ 1,890,770 1,890,770 
Administration of dep’t of justice ....... * 777,711 777,711 
Detection of crimes, legal advice, etc. 
eS narrryar seihe ebeeGus 2,694,620 2,694,620 
Dh tthe erhanawedhbeddehan em ghnen'ss $ 52,969,138 $ 6,698,084 $ 59,667,222 
Fived charges. .Permanent appropriations (*) 
Revenue refunds, drawbacks, &c. ..... sinioa 8,470,000 8,470,000 
Retired judges, Hawaiian judges, etc .... 175,500 175,500 
Revenue collection, night services ....... 225,000 225,000 
Totals for general administrative purposes ....$ 61,839,638 $ 6,698,084 $ 68,537,722 








Numeral references are to footnotes on page preceding. 
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FOR LOCAL GOVERNMENT PURPOSES 














Territorial governments ...........eseee8- 304,638 304,638 
Philippine customs and internal revenue .. 321,000 321, 
SE GE CS, no ce acssactroscesess 10,911,094 3,580,521 (*) 14,491,615 
Militia, industrial schools, etc. ......... 10,400 10,400 
Totals for local government purposes ......... $ 11,547,132 $ 3,580,521 $ 15,127,653 
Grand totals, all purposes ...cccccccccscecs $962,268,372 $146,413,405 $1,108,681,777 








3. Classification of the Revenues 


For comparison with the two methods of expenditure esti- 
mates, a classification of revenues is exhibited (schedules I and 
II), which is self-explanatory. The primary division consists 
of special revenues and general revenues. The first is applicable 
only to special purposes under requirements of law, or to reve- 
nues which arise on account of various classes of expenditure. 
The second consists of revenues which are unrestricted either by 
requirements of law or of accounting and which are available 
for the general expenditures of the government under current ap- 
propriation acts. 

The exhibit herein sets forth the actual revenues for the 
last completed fiscal year (1913) as an illustration of a classifi- 
cation of the revenues by estimates for the new fiscal year 1915, 
or for some subsequent year. 


TABLE III 


REVENUES (ACTUAL) FOR THE FISCAL YEAR, 1912-1913 
AS A BASIS FOR ESTIMATES OF REVENUE FOR 1014-15 


(Excluding postal revenue, and receipts on public debt accounts) 


SPECIAL REVENUES (scHepute 1): 

Viz: (a) Revenue reserved by law for special 
purposes, and also (b) revenues arising on 
account of special classes of expenditure al- 
though not specifically reserved for such pur- 
poses by law. 


d tah j owest. UE 


A Revenue of trust funds ...............0000- $12,085,561 
District of Columbia revenues ............ 8,070,369 
Reclamation fund (sales, fees, etc.)* ..... 3,585,271 
Contributed moneys (rivers, harbors, etc.) 1,039,308 
Navy fines, forfeitures, small stores, etc. .. 985,824 
Natsomal forest famd «no. ccesiscccccksseccsce 749,996 
ll, ae . 
Sales public lands, 2, 3 and 5% funds (states) 238,800 
Night service—customs .............++.ee00: 220,971 
BE TNE. stccnsccccaseces sheneenoeneonde 205,907 
Sales of ordnance material ................. 202,432 
National forest and hot springs reservation .. 95,250 
Sales of timber, sites, products, etc. ...... 16,7 
Forest service co-operative fund ............ 6,748 

$27,821,301 
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Increments to appropriations: 





PN CME o1640064sh0008 $2,377,020 
ES GEES Gaxdcnccoceannes 1,693,148 4,070,177 
Liat OM emccbamme (NAVY) 66600csccsciceceess 18,766 
Interest on daily balances (mavy) ........... 6,290 
H ——— 
TU ndacntiessdcstacesddvcesvensesendans $31,016,534 


(*) In addition to this sum there are other receipts into 
the reclamation fund for repayments of water-rights 
charges, and other sources, amounting to $2,383,126. 


3 Immigration fund (head tax) ............ $ 4,735,062 


NER oA ee EAS ee ree 2,077,102 

f Consular and consular court fees ............ 1,798,408 

et eee tans akon dtnun 1,716,031 

Customs fees, fines, penalties, OS at eacaes 1,590,355 

Judicial fees, fines, ME, QUE sixdvccsccends 1,123,950 

! Fees, etc., land pe ipa! a ARR 547,000 

Reimbursed advances to Indian funds ..... 531,916 
Reimbursement for expenses national bank ; 

I ND ceccccadechenseweneen 505,735 

Recoveries of bullion and expenses on coinage 440,81¢c 

ESE FR errr. error 390,425 

District of Columbia, fees, rents, etc. ...... 290,031 

Navigation fees, fines, penalties, etc. ...... 191,69 


Earnings on telegraph and telephone lines 186,749 
Sale of seal and fox skins, Pribilof Islands 151,14€ 


Recoveries, river and harbor frauds ......... 127,07] 
EEN ES EEE OLE IEE SESE OPO 117,10€ 
Depredation on the rrr ere 103,60¢ 
Reimbursement for work and costs, various 
i EE. Gatnaaun a hiianaenmatessetnses 84,063 
| Immigration fines, fees, and penalties ...... 72,90° 
Purchase of discharges, navy and marine 
i EE cid ba kee neekk cape enceew ene snae- ewes 66,304 
} Net profit on ships’ stores ................. 40,204 
} EIN cing hn Cassa ewa et KW se cud ence 28,384 
4 Copying fees—general Hemd OMICE  .iki cscs 21,162 
| Maintenance charges, etc., irrigation systems 14,394 
: Testing fees, bureau of Standards ......... 14,251 
Earnings on transports ................05: 9,755 
Forfeitures by contracts ...... ee ee 8,050 
ee RING NI ick cMadicencccceseccauces 6,368 
Miscellaneous refunds and rebates ......... 6,254 
Game licences—Alaska ............ceee000: 4,845 
, Chinese exclusion, fines, fees, etc. .......... 2,654 
Testing fees—bureau of mines ............. 2,005 
Revenue Crater Lake, and Mesa Verde 
PE. Sb bid cdusigdetadidecandsasnawaee 1,396 
Revenue national training school for boys 813 
Internal revenue, fines, fees, etc. ............ 20C 
cccnesce eeasinieunes Rebcdieaatdd $17,010,903 | 
YOTAL SPECIAL REVENUES, “A” AND “B” ......... cieekennaee $48,927,527 , 


Hi 
i 
7 
; 
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GENERAL REVENUES (scHebu.e 1): 

Viz.: Revenues available for any purposes of 
the government. These revenues arise from 
sources not specialized either by law or by 
corresponding expenditures, 


CONNIE. isc00500:cncaesena dos sacs aueekteee $318,891,306 
Less duties on imports from Philippines 
DONE. stones cdsdensssaneeeneeaseess 1,184 $318,890,212 
Internal revenue: 
Ordinary  .....ccccccccvcccscccccccsoccecs $300,410,666 
Less Philippine revenue (special) ...... 307,802 300,102,864 
NN: TNE id ocd sccacekcosinbansdamaeeaes 35,006,300 
We MOE: DORON oo oisinkcdiccsnssssavisexnce $ 2,910,205 
Less pledged to special purposes— 
Viz.: reclamation fund ...... $2,492,607 
rr fe eee 238,890 
2,731,497 178,708 
Seigniorage, silver and minor coinage ..............+.4. 5,104,338 
Tax on circulation of national banks ............ccceses 3,730,059 
Sales Of SOvVeTMMORE POOOETET once coc sccvcaccssdvsscvccen 1,325,167 
Compromise and repurchase of forfeited lands ............ 648,583 
CEE SN oo rdacsc sadncadecsdbamenesnaesdaeetenna 644,500 
OE GE. Oe BI oon. k's ccctcisocccavsacneuinean 268, 301 
Uneiaimaed SOey6. COSCON). oiicinc cdciccsacinesensolens 47,490 
LeshteGRk Ch DUE CINE iii ns nt. gta ndsdeccaaceawkiaea 34,010 
Recoveries of damaged and lost property ............... 16,987 
Teperest: frome TOC TWANG ccc cicccccdccvesscesestass 9,493 
Comeeenere CO OU ins dsdsundinadeniidnapasirsaatonnsal 3,130 
Gain on exchange (state dept. and treasury) ........... 1,206 
Assessments on owners for deaths on shipboard ........ 1,040 
Interest on debts due U. S. (various debts) ............ 946 
Recovery, principal and interest Louisiana bonds ......... 326 
MESON oa 5ncc ches vennhennkssasisecdaeenseenanvete 1,056 
$675,015,322 
SUMMARY 
Special revenues “a” (by law) ..........+eeeee- $31,016,534 
Special revenues “B” (by expenditure) ......... 17,010,903 
WONG, 060 ssrdksracescsnssssectamanaeeel $ 48,027,527 
Genet COVRII sc.nsen cca cicndisbuedsseusdontecsreeae 675,015,322 
Cn WNRE ikkkss taco denddoasemneeemecensas $723,942,849 
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4. Submission of a “Financial Plan” to Congress by the 
President 

We will suppose that the president is about to submit to con- 
gress and to the public his annual message at the beginning of 
the session. He has, we will say, adopted the budget idea and 
has prepared a message supported by tables of figures based upon 
estimates of proposed expenditures and estimates of expected 
revenues furnished to him by his cabinet officers and the heads 
of the government establishments. These estimates have beer 
prepared in two ways: first, in the ordinary way as required by 
present legislation; second, in a new way arranged in logical 
order and intelligible sequence, grouped by purposes or func- 
tions of government; segregated by character of expenditure, 
whether for current expenses or for capital outlays and for sub- 
divisions of each. The revenues, too, have been carefully cal- 
culated and compared with other years, due allowances have 
been made, non-revenue receipts have been eliminated, trust 
funds and trust income separated, all remaining revenue con- 
cisely classified and the available total determined. The presi- 
dent, with the advice of his cabinet—and probably with the as- 
sistance of a “central administrative accounting bureau”—has 
prepared these estimates of revenue and of expenditures in 
budgetary form. He has struck a balance. He has accepted the 
anticipated result, whether it be a surplus of revenue or a deficit. 
If the latter, he has considered methods of providing for the 
deficit. 

With these data before him, he constructs a budget as fol- 
lows. He sets up the revenue by classes with explanations and a 
final total. He tabulates the proposed expenditures, classified as 
exhibited below. He first deducts from the total estimated reve- 
nue, the fixed charges which must be met without question— 
such as interest on public debts, definite debt redemptions, reve- 
nues required for trust fund liabilities, or other special funds, 
pension requirements, recurrent allowances for upkeep and main- 
tenance of public buildings, grounds, parks and the public domain 
generally. Having totalled these and deducted the total from the 
expected revenue, he next exhibits the necessary, perhaps un- 
avoidable, expenditures for military and naval purposes, for con- 
tinuation of engineering projects of great importance, and for 
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similar requirements. The total of these is again subtracted from 
the remaining revenue and an amount of revenue is left which 
is available for less mandatory purposes. Concerning the ex- 
penditure of this portion of the revenue there may be considerable 
question and discussion. 

Whether, for instance, more shall be spent for stimulation 
of agriculture, with less for promotion of commerce; whether 
less should be provided for the function of education and more 
for public health, or vice versa; whether or not labor and the 
laboring classes need additional promotion, or whether defectives 
and dependents should be more liberally provided for. The wards 
of the nation, Indians and others, would be discussed and their 
necessities considered ; our foreign relations, embassies, and com- 
mercial attaches would have due attention; all the various func- 
tions and activities would have each its needful consideration 
from the general standpoint of its relative importance to all 
other expenditures and to the available revenue. 

Such an analysis of the finances of the government, of the 
purposes and character of expenditure, and of the relations of 
the latter to the expected revenue, would present a picture of 
supreme interest to every intelligent citizen in the country and 
one of the greatest importance in the efficient handling of financial 
problems by congress. 

It goes without saying that such an exhibit by the president 
at the opening of congress would be intensely stimulating to the 
public, would awaken nation-wide interest, would provoke dis- 
cussion and criticism, would flood the mail boxes of congress- 
men with urgent appeals to increase here and to cut down there 
and would open the eyes of the members themselves to what 
could be done and what could not be done in the way of modifica- 
tion and change without upsetting the balanced relations of reve- 
nue and expenditure in toto. 


TABLE IV 
SUMMARY OF THE PRESIDENT’S FINANCIAL PLAN 
This classification exhibits the form in which the president of the 


United States might present to the congress, at the opening of a session 
in December, a financial plan for the ensuing fiscal year. 
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SUMMARY OF THE NATIONAL BUDGET 





Estimates 
for 1915 
SOURCES OF REVENUE: 
Total estimated revenues, (other than postal 
| ae err phi neneweded antannn $728,000,00¢ 
Deduct revenues for special purposes, 
CREE ET ve cacccccueccee Ga cannueeeaees 50,000,000 
Remainder, revenues available for general pur- 
SN COUR SEP Sacceatasedvicccckeces $678,000,000 
PURPOSES OF EXPENDITURE. Estimates 
FIXED CHARGES: for 1915 
Viz.: For interest on public debts (a) ....$ 22,900,00¢ 
For sinking fund (b) ............ alan acd 60,717,006 
ee OD aes vcavadenwsecr 10,542,730 
fl Ee ere 27,453,277 
For refunds, retirements, etc. (¢€) ...... 9,252,000 
DRED ocvncxidcsneaeddcsnasides $1 30,865,007 
ELIMINATE sinking-funds (b) ................ 60,717,000 
Remainder of fixed charges .............. 70,148,007 
DEDUCT portion to be provided from special 
MED os. nasahen canines vee Rb aeewanars 50,000,000 


REMAINDER, required from general revenues .. 20,148,007 


SUMMARY: 
General revenues, as above .............. $678,000,000 
Remainder of fixed charges, as above ... 20,148,007 


Revenue available for current appropria- 
ee eaenseress pan REESE ER CNS $657,851,00: 


(a) Interest on war debts, about $13,000,000; on other debts about $9,900,000. 

(b) $60,717,000. This provision is based on requirements of law that one 
per cent of the public debt shall be laid aside each year as a “sinking fund” 
to retire the debt. Therefore, duly each year sixty millions or more in figures 
are entered in the big account-book of the nation, as an increase of the “sinking 
fund,” but at the same time a corresponding entry is made on the other side 
of the ledger exactly equalizing it. No money, or securities, or assets of any 
tangible nature are ever set aside in a true “fund.” In other words the entry 
is solely a ‘‘bookkeeping’’ one, without corresponding value in fact. The amount 
really has no place in these estimates, if we wish to know what the actual 
expenditures of the government are likely to be. 
$ (c) Trust funds for war requirements $2,770,000; for other requirements 
7,772,730. 

(d) Special funds for war purposes $5,574,477; for other purposes $21,878,800. 

(e) Refunds of customs and internal revenue, estimated, $8,470,000. Night 
service, $225,000. Retired judges, etc., $175,000. 


ESTIMATES OF CURRENT APPROPRIATIONS. 
WAR PURPOSES (scHEDULE 1): 


A OPERATION AND MAINTENANCE: 


Viz.: Defense by land (military) ........... $100,240,712 
Defense by sea (maval) ........ccssces 08,311,306 
Administration: secretary of war ............ 148,040 
Other offices, war department ............... 1,774,419 
Administration: secretary of the navy ...... 70,4 
Bureaus and other offices, navy department .. 519,880 
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Operation and maintenance (2/3) state, war 


SU DONG TE 666 sdb dsccdnecacadccdton 188,013 
- ' ' $201 ,267,830 

War pensions, retirements, veterans’ homes, 
TE. cccnnvcncesebedecéessdchcsenutcaseal ... 186,674,527 
ROME. viskcdasccessersas dsacuaeee $387,042,357 

B CONSTRUCTION AND IMPROVEMENTS 

Viz: Fortifications, etc. (military) .......... $ 14,379,198 
Battieshes, G66 CMGUEE) cic ccccccccsctsses 42,490,734 
pe ee ae  eerrrrrrrrrrrre Te 25,424 
Total war, except fixed charges ....... $444,837,713 


CIVIL PURPOSES (scHEDULE Iv): 


A OPERATION AND MAINTENANCE: 


Viz.: commerce, banking, €fc. .......ccccsse $ 26,863,211 
National resources, agriculture, etc. ....... 22,634,798 
\, ee oer 20,305,752 
Standards, statistics, etc. .........seeseees 2,540,805 
Patents and copyrights ..........seceeees 1,626,300 
POI BIE. iinet 0566 e 4 cesaseekecase 3,920,970 
EEDREUUNONE CE GEID ooccc cn wctcesesesiante 354,060 

= * CE gitcneidakaamsnnnes 634,040 

6 << «rn eT 765,088 

a  gerecwrererrre 252,160 

" BE acataieatamecsedaees 183,040 
Operation and maintenance of public build- 

Ms a GE FES és vcdncesacosiicais 94,007 

WEE siesiiedcktncannecannceceiacd $ 80,241,221 

B CONSTRUCTION AND IMPROVEMENT: 

Improvement of rivers and harbors ...... 38,286,080 
een ee eee 22,228,760 
EOE, OE. ics scasnctacseaen Comer 2,679,700 
Other (see detailed schedule) ........... 5,045,304 
Total civil, except fixed charges ........ $149,381,065 
POSTAL PURPOSES (g). 
Postmaster general’s department ......... $ 1,850,000 , 


GENERAL ADMINISTRATIVE PURPOSES 
(SCHEDULE V): 


A OPERATION AND MAINTENANCE: 


WORSE oc pcengnnssctcsccaccosceccash 6,806,272 
Executive (except above in civil) ......... 30,863,756 
POURED soc ccicccivciciavccccesacstoccauns 6,299,110 

OE, - oi nnnidetistheenceaminiede $ 52,960,138 
B CONSTRUCTION AND IMPROVEMENT: 
Public buildings and grounds ............ 6,302,584 
Ri er 305,500 
Total general administrative, except fixed 
GREMID  vnccccccesscessbensassacenan $ 50,667,222 
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LOCAL GOVERNMENT PURPOSES (/:) 
(SCHEDULE VI): 
A OPERATION AND MAINTENANCE: 


District of Columbia ..................55 $ 10,921,494 
Territorial governments, customs, etc. .... 625,638 
NY acca tie ceicmeudecks-nweoaca cocccg 25,547,232 

B CONSTRUCTION AND IMPROVEMENT: 
Be er ere ree 3,580,521 


Total local government purposes ......$ 15,127,653 


GRAND TOTAL ALL PURPOSES 


(Excluding fixed charges, postal service, and 
SE ED icincdcdcdenacnacianassmcase $670,863,653 


CONCLUSION 1015 
Revenue available for current appropria- 


COMB crcccccesccrcccseses eee eecceccece $657,851,903 
Estimates of current appropriations ...... 670,863,653 
Deficit of estimated revenue (1915) .... $ 13,011,666 
Panama canal estimates, if bonds are issued, 

may be deducted from total current ap- 

EN chided cccdewkendeketsaes ences 23,775,155 
Surplus of estimated revenue (1915) if 

bonds are issued to provide for Panama 

EERE iS BEI Reel ENR) $ 10,763,480 


(f) Under present methods of governmental bookkeeping these expenditures 
cannot be separately stated; they are lumped, therefore, under “general adminis- 
trative purposes.”’ 

(g) Postal estimates, payable from postal revenues, $306,953,117 are not 
included in this schedule, though shown in the detailed schedule of expenditures. 

(h) Offset by D. C. revenue, about one-half, which is included in “special 
revenues,”’ above. 


CoNCLUSION 


All government expenditures must ultimately be met by 
revenue and by revenue only. The issuance of bonds or other 
evidences of debt is merely a temporary expeditne—in sound 
financing—and the payment of these debts must come from 
revenue; i.e., from surplus revenue devoted specifically to this 
purpose. 

All nations with responsible ministries provide revenue for 
their respective governments by means of budgets. The finance 
minister prepares estimates of the needed expenditure in sum- 
mary and in detail. He submits these estimates to the legisla- 
tive body, or bodies, together with estimates of revenue, also 
in summary and in detail. He balances these, one against the 
other, increasing taxes in number or in rate, if more revenue 
must be had, or cuts expenditure estimates if taxes cannot 
safely be increased, whether for political or economic reasons. 
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The central feature of the budget is this balance of revenue 
against expenditure. It is the primary necessity in nearly all 
national finance. It is the rock upon which ministerial ships 
split and founder. It is the danger signal and the rallying point 
for the opposition to a party or a ministry. 

In the United States we have not had this fundamental re- 
quirement of national finance for many years, mainly because 
of the phenomenal growth of our wealth and our population and 
because our taxes have been principally indirect taxes—custom 
duties, established for purposes of “protection” to our industries 
and our labor. Revenue has been, therefore, not dependent upon 
expenditure, with corresponding direct taxation as in most 
other nations. Revenue has, on the contrary, been produced in- 
cidentally, as it were, and usually in excess of the amount needed 
for economical and efficient administration. Hence our extrava- 
gance as a nation; hence our public building bills; our rivers 
and harbors acts; our inefficient civil service; our “pork bar- 
rels” and our contempt of economies and economics. 

This indirect revenue is one of the reasons why this country 
has never had a budget and yet has gone on from year to year 
growing ever more wealthy, ever more extravagant, and ever 
more contemptuous of budgetary requirements and of the finan- 
cial methods of foreign nations. Now, in 1914, we are begin- 
ning to be pulled up with a round turn. Now, with our tariff 
reforms and our income taxes we are departing sharply from the 
ways of the fathers. Moreover, in our private business compe- 
titions we hear and join in the slogan of efficiency, which tends 
to dominate the activities of business of the present day. It is 
creeping into govetnmental methods likewise; into our cities 
and our states; witness commission government in cities, and 
note university extension in state affairs; into our national de- 
partments, witness the demand for cost accounting and for 
uniform classifications of expenditures. What do these develop- 
ments mean? What do they portend? Evidently an approach 
to a closer balance between revenue and expenditure; to an 
increased attention to this relationship and to a sharper critical 
demand for efficiency—which necessarily includes economy—in 
government expenditure. In other words, it portends the ap- 
proach of the budget and budgetary methods in national finance 
in this country, as in other countries. 


29 











Bondholders’ Reorganization Plans for an 
Irrigation District 


By J. B. GerysBeex, C. P. A. 


An article by Mr. R. H. Hess appeared in Tor JourNAL OF 
ACCOUNTANCY, volume 10, page 26, and also in the September, 
1910, issue of the United Banker and Investor, of Minneapolis, 
explaining in a most excellent and advisory manner the facts 
concerning western irrigation bonds. 

At that time the writer replied to this article with a note of 
warning in respect to the filings on water in these irrigation dis- 
tricts in excess of the possible supply (see JouRNAL oF Ac- 
COUNTANCY, volume II, page 223). 

Both these articles should be read in order to appreciate the 
following. 

Since the appearance of these articles the hard times in the 
world of finance and business in the past few years have given 
the colonization of lands (which, after all, is the real foundation 
of the value of an irrigation bond) such a backset that these 
securities have arrived in the back row, as far as preferability 
is concerned, because several irrigation districts have been unable 
to secure payment for the bond requirements as to the principal 
and interest. 

This turn of events was so unexpected that, while the sub- 
ject of the former warning, namely, that of over-filing on water, 
still remains an unrealized danger, other conditions have arisen 
which conclusively prove these bonds extremely undesirable, 
not because of a lack of investors but because of the sad ex- 
perience many of them have had. 

The following is here presented so that the facts may be 
known to those accountants who meet these securities in their 
work, but have had no opportunity to study the course of events 
in the actual field of operation. 

It should be reiterated that at the time of the appearance of 
the two articles mentioned, namely, four years ago, the follow- 
ing conclusions apparently were justified : 

“(1) That irrigation bonds are not, necessarily, or as a rule 
first liens on reclaimed lands and water works; (2) that they 
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are not issued under substantial government supervision; (3) 
that bond issues may easily be made to exceed the value of the 
property by which they are secured; (4) that irrigation district 
issues have not, necessarily, the characteristics of municipal 
bonds; and (5) that irrigation issues should be carefully dif- 
ferentiated from standard types of bonds when considered as a 
medium of investment”; and, further, (6) that there is always 
great danger of filing on more water than is available for the 
district. 

The statutes of Colorado, and for that matter, of other 
states, read beautifully and present a scheme of financing irriga- 
tion systems which appears to be, from the reading of the 
statute, a feasible and exceedingly equitable arrangement, es- 
pecially in the gradual and easy liquidation of the indebtedness 
by the farmers. In practice, however, this does not seem to 
work out that way for numerous reasons. 

First: Irrigation systems are usually built for the purpose 
of selling and colonizing the land; therefore, the total expense 
for the entire system is incurred practically before the settlers 
have arrived. It places, then, on a few settlers, who may come 
there first, the entire burden of the interest and maintenance 
of a system entirely too large for the wants of these few, with 
the result that their burden in maintenance and interest assess- 
ments is too heavy. 

Seconp: The bond issue is a lien similar to a mortgage on 
the land of the settler, who, as a consequence, has continually 
before him the bugbear that his farm is mortgaged, even if 
he has paid in full for his land. 


Tuirp: The nightmare of a mortgage can never be expelled 
until every farmer in the district has paid his share, because, 
although he may have paid his share, say by the purchase and 
surrender of bonds of the district, yet that legal lien remains 
until every other farmer in the district has paid in full. It is 
almost impossible to conceive when this time will arrive. There- 
fore, as long as he lives, practically speaking, he (and no doubt 
the next generation) will be hounded by an annual assessment 
for interest on something he does not owe. 

FourtH: While the assessments for maintenance, bond in- 
terest and bond redemptions are called taxes under the statute 
and levied and paid in a similar manner, they do not seem to 
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have the accepted power of taxes, which attracts buyers of de- 
linquent tax certificates at public sales. When land is sold for 
general taxes it carries with it after a number of years such a 
title to the land that the original fee holder may be dispossessed 
of his property. This possibility forces the individual to pay his 
taxes. That condition does not exist with taxes levied for irriga- 
tion districts, with the result that at the annual tax sales for de- 
linquent taxes the counties rather than individuals purchase these 
tax sale certificates, and the counties have no machinery, power 
nor authority to assume control over these lands, as can be done 
by individuals in the case of general tax sale certificates or fore- 
closures. 

Therefore, the farmers who desire to defraud — and judging 
by the districts’ lenient methods of levy and collections and by 
past experience, many do so desire—force the man who is honest 
to pay the taxes for the man who is dishonest, because there must 
be enough added to the annual levy to take care of the amount 
remaining unpaid in delinquencies so that the system will be 
maintained and provision made for interest and redemptions. 
Thus, the load is made heavier with the increase in the number 
of settlers; and, when the district apparently is made prosperous 
by increase in the population, the burden on the individual farmer 
increases—and we have already seen that it was heavy enough 
at the outset. 

FirtH: After a few years the district begins to fail in the 
payment of its bond interest. Then the bondholders form an 
organization for self-protection and learn that they have a bond 
which really cannot be foreclosed. They also learn that they 
have a bond in an institution in which there is no way by which 
the bondholders can assume control of the management, as the 
bondholders in a corporation can do by the appointment of a 
receiver or by taking possession of the property. 

S1xtH: The moment the bondholders start proceedings to 
ascertain their rights the relation between the farmer (who man- 
ages the district) and the bondholders becomes as disagreeable as 
that sometimes existing between capital and labor, with almost 
the same notoriety attached thereto. The result, then, is that the 
farmers endeavor, honestly or dishonestly, to defeat the interest 
of the bondholders, if not openly, at least in effect. For in- 
stance, they will start to increase unduly their maintenance ex- 
penses. They will not set aside from the assessment of unpat- 
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ented government land, which is in course of preémption, the 
proportion necessary for bonc interest and bond redemption, 
and thus absorb the rights of .he bondholders. They will con- 
tinue to improve the property beyond actual necessities, issue 
warrants against these improvements and take these warrants 
in payment for their assessments, not through the treasurer of 
the district, but direct, through board meeting actions notifying 
the treasurer that tax has been abated, and thus defeat the 
possibility of the separation of interest from maintenance by the 
treasurer who has to pay the coupons. 

SEVENTH: They maintain their records in such an unsatis- 
factory condition that the bondholders cannot get evidence of 
intention of fraud upon which to base court rulings and decisions. 

E1cHTH: By the time the first assessments have to be made 
for the redemption of bonds, which is usually after a period of 
ten years—supposedly made for the purpose of giving the set- 
tler a chance to get his farm in such condition that it will pro- 
duce sufficient income — the country is so tax-ridden, the assess- 
ments are so high and the feeling between the farmers and the 
bondholders is so acute that settlers begin to leave the district, 
especially those who have not made good, increasing the burden 
of those who remain. 

NintH: With all the foregoing difficulties there still remains 
the possibility of lack of water because the water must be ap- 
portioned over the entire number of settlers, regardless of what 
they pay, and if they desire more water they cannot at any price 
purchase or obtain it. Each farmer is entitled to so much and no 
more. The one may use it; the other may not use it; yet the one 
needing it cannot obtain it in a legal manner. 

TeNntTH: Aside from this there is the possibility that, through 
drought or legal proceedings by other districts claiming priority, 
the water may become scarcer and scarcer, or the district may 
have been organized upon water rights which are merely paper 
rights. This defect, of course, does. not appear until after the 
bonds have been outstanding a good many years and the number 
of settlers has increased, thus causing a scarcity of water, through 
increased usage. 

* x * * * 

Having pointed out the defects, the question now arises as 

to how these may be remedied, because it is a foregone conclusion 
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that the land will continue to be settled, that water will be 
needed and used and that proper systems will have to be built 
for that purpose. 

It would seem that government administration of these affairs 
would be preferable. Whenever attempted this has proven greatly 
beneficial; yet the government cannot possibly — at least for a 
good many years to come — control all irrigation systems and 
manage them. Therefore, private capital and private institutions 
will continue to exist. 

Numerous irrigation districts have attempted to overcome the 
difficulties, and one may be mentioned that seems to have solved 
the problem, or at least to have surmounted a number of the 
obstacles mentioned. 

Take as an example a district that now exists, has been 
operated for some years and upon which bonds are outstanding 
and in default. The following plan of reorganization, I believe, 
would remedy the defects above mentioned. 

First of all, a new corporation should be organized which 
should be a mutual company providing for election of the man- 
agement of the district, much as directors are elected by stock- 
holders of a corporation. This method will do away with the 
expensive statutory provision of elections and advertisements. 

This mutual company issues stock sufficient to have for dis- 
tribution a share of par value of one dollar for each acre of the 
district. Each holder of a share is entitled to his equal proportion 
of the entire supply of water and should pay therefor annually a 
maintenance charge or assessment equalling a pro-rata share of 
the entire expense. 

The company will then pledge all its stock to a trustee ap- 
pointed by agreement between the bondholders and the company. 
The bondholders of the irrigation district are then required to 
deposit with the trustee all the bonds and receive trustee’s certifi- 
cates therefor. , 

There is also deposited by the mutual company a so-called 
voting agreement by which the company agrees to permit the trus- 
tee for the bondholders to elect, if so desired, managers for the 
ditch company who are agreeable to the bondholders and will 
protect their interests. 

The bonds are then returned to the district treasurer who can- 
cels them and marks them “paid.” Thus the mortgage created 
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by the statute on all the lands is destroyed and the district auto- 
matically ceases to exist without election or legal proceedings. 

In case the settler originally owned a water right and trans- 
ferred it to the district in payment for bonds, he may surrender 
his bonds and obtain his stock in the mutual ditch company fully 
paid up, and thereafter be liable only for the annual payments 
for maintenance. In all other cases the settler would have to 
buy his mutual ditch stock if he desired water. If he did not 
desire water, he would not have to buy any stock and could defer 
the buying of the stock until such a time as he would need water. 
In other words, during the process of building or paying for the 
land, and the land remaining uncultivated or idle, he would not 
be burdened with payments for the cost of water. The moment, 
however, that he desired water he would not have to buy at once 
all the water for all his land, but only so much stock as would 
water whatever he could cultivate or reclaim from the prairies. 
Reclaiming or pioneering is a process usually spread over a good 
many years, because it entails work and heavy expense to re- 
claim virgin land from the prairies. 

He would buy the stock from the trustee and the trustee could 
give any kind of terms for payment, according to the policy of the 
trustee or the necessities of the district to be colonized. One 
man could get a long time; another one a short time; the third 
one might pay cash. The stock would be held as collateral 
security and, if desired, for the unpaid portion of the purchase 
price a mortgage could be taken on all or part of the land in any 
amount desired by the purchaser. The stock would be sold at 
current market prices. If it were, let us say, $50.00 originally, 
after a few years this.amount should be increased by the interest 
on the $50.00 and the annual assessments which would have been 
passed without payment by the settler. Thus all future settlers 
could obtain their water and would be put on an equality, namely, 
the original price plus accrued interest and maintenance charges. 

The above mentioned mortgage given on the land would only 
be a mortgage on the particular piece of property in question and 
would have nothing to do with the water stock, because both the 
water and the land remain independent divisible properties, unlike 
an irrigation system, where the mortgage is always attached to the 
land. The farmer could sell his stock at any time and thus get 
rid of the despised mortgage on his land; and he could do this 
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at any time he desired, probably realizing some cash in addition. 
In other words, the water stock is negotiable and can be sold 
at any time, realizing to the farmer, if he wishes to quit or change 
his methods, what he has paid. Under the statutory irrigation 
district this always remains impossible. It is, therefore, easier 
for the farmer to liquidate and move away under this sug- 
gested plan of operation. 

If he finds that he needs more water than his proportionate 
share per acre of the entire system, he can buy water shares 
from another man and thus get more water. It is well known 
that land planted into orchards needs only a tenth o fthe water 
that alfalfa needs, and it would be unreasonable to tax orchard 
land with the same price of water as alfalfa. 

The money paid to the trustee would be proportioned among 
the bondholders of the original district in any manner they 
might agree upon among themselves ; in fact, trustee’s certificates 
could be made payable in series and by years exactly as bonds 
are payable under the statutes. The payments to be made by the 
farmer for his water stock could be amortized so that he would 
know beforehand how many payments he had to make annually 
and that all payments would be the same. It would not be 
necessary to state to the farmer that he was paying so much for 
principal and so much for interest. Interest incites the farmer 
very much as taxes do the laboring man—he feels that he 
does not owe anything and that he should not pay. 

It is well known that there is no vested title to water unless 
the water is used; therefore, title to water can be lost through 
non-usage, which is exactly opposite to title to land; which al- 
ways remains with the original holder unless sold or pledged. 
Loss of title to land does not work automatically ; there is always 
necessary an act, or the absence of a specific act, to divest its 
title; whereas title to water is divested automatically through 
non-usage. 

It might happen therefore that the mortgages given in pay- 
ment for the water stock would become valueless by failure of 
consideration in case the managers of the mutual ditch company 
would not deliver water to the settler whose land was mortgaged 
in payment for water stock. 

This may seem remote, but it is known from experience in 
the present irrigation districts that farmers will resort to all 
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kinds of subterfuge to defeat the bondholder. Why should not 
they do the same if they have the management of the original 
company whose duty it is to furnish the water? For this 
reason, the management of the mutual company should remain 
with those who originally owned the bonds, until all the bonds 
have been paid. This can be accomplished through the voting 
agreement which I have mentioned. 

The amortization of a thousand dollars or the cost of, say, 
twenty shares (at $50.00 per share) of mutual ditch company 
water stock, sufficient to irrigate twenty acres, would be about 
$87.20 a year for twenty years. This payment would be suffi- 
cient to cover annual interest on the thousand dollars at six per 
cent and would repay the principal of one thousand dollars (in- 
vested at 6%) at the end of twenty years. This would, therefore, 
give a selling price of $50.00 an acre for water and would mean 
about $4.36 a year an acre for the purchase price of the water 
stock. Adding to this a similar amount for the purchase of the 
land and, say, seventy-five cents an acre annual maintenance 
charge would give an annual payment to be made by the farmer 
of $9.50, and at the end of twenty years he would own his stock, 
his water and his land and have nothing further to pay than the 
seventy-five cents per annum for the maintenance of the dis- 
trict. Such an amount is about equal to the rental charge of 
ordinary farm land without buildings thereon, which in the 
west is anywhere between five and fifteen dollars an acre. 
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Payroll Distribution on Construction Work 
By Lesuig H. ALLEN 


The accountant who takes up the problem of cost finding and 
auditing on construction work very often finds at the start an 
apparently unaccountable disinclination on the part of the con- 
tractor or engineer to give him a distribution of payrolls in the 
way that he requires them. This is probably due to the fact that 
the distributions that he expects are made up in an entirely dif- 
ferent way to those kept by the contractor. There are many 
contractors who keep no cost records at all, and it is not quite 
so difficult to get them to conform with an accountant’s require- 
ments; but contractors who are up to date and efficient, who 
make an effort to ascertain their production costs, keep their costs 
in a way entirely different to that desired by the accountant. 

The accountant on construction work usually wants figures 
on which he can base operation and maintenance charges when 
the construction work is finished. The contractor wants to 
know the prime costs of his own operations only. The distri- 
butions therefore follow different lines and often conflict. The 
accountant wants to know the cost of each building. The con- 
tractor wants to know the cost per cubic yard of his concrete 
work, the cost per ton of his steel work, the cost per cubic foot 
of his brick work, and so on, not caring to which of any num- 
ber of buildings it may be charged. The accountant wants to 
separate the cost of foundations, which carry no depreciation or 
maintenance or insurance, from the cost of the superstructure. 
The contractor does not care in what part of the structure or 
building is the work, provided he can figure the cost per unit 
of his work. If the accountant attempts to compile unit cost 
records on each building separately, he finds himself involved in 
endless complications, the amount of detail work is more than 
trebled, and the number of similar units on different parts of 
the work is so great as to become confusing and liable to lead 
to serious error. Numerous suspense accounts and contributive 
or indirect expense accounts are created which cannot be dis- 
tributed until the work is finished. Any distribution made dur- 
ing the progress of the work is a very difficult and laborious 
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task unless it is made entirely by guess work; and in any case it is 
liable to be inaccurate and misleading to the contractor, who 
wants to know every week his actual unit costs, including in- 
direct expense. Moreover, in a group of buildings, expense 
on party walls and similar items which are part of the cost of 
both buildings, cannot be divided by the timekeepers, and men 
are moved about so frequently that they are not steadily engaged 
on-any part of the work for any length of time. 

One of the great difficulties of cost accounting on construc- 
tion work lies in this constant change of work and change of 
men on the job. Men who work half a day digging a trench are 
then transferred to unloading steel or working hand pumps. 
Carpenters who are placing plank floors one day in gangs of two 
or three may be the next week hanging doors or setting windows 
singly. The job may start with ten men and in three weeks be 
employing a hundred; later the force may be increased to a hun- 
dred and fifty, and then shortly before the job closes drop to 
twenty-five. There is no continuity of operation which can be 
systematized. As soon as a man has reached efficiency on one 
operation he is likely to be transferred to another place to entirely 
different work. Work is done in the open air in varying tem- 
peratures and weather conditions. For these reasons the fluctua- 
tions in daily and weekly costs are great and need careful watch- 
ing, and the distribution of the expense becomes extremely com- 
plicated. 

The plan which I have adopted seems to work successfully 
in every case in which I have tried it. It is to take the con- 
tractor’s distribution of unit costs and the engineer’s schedule 
of quantities of units of work in each building, and from these 
calculate the cost of-the building. That is to say, if three build- 
ings, A, B and C, of varying dimensions, were built in one 
group, the time on all excavation would be kept in one item, the 
time on all concrete foundation work would be kept in another 
item, the .time on all carpenter work would be kept in another 
item. These would, of course, be sub-divided according to their 
nature. For example, the contractor’s labor cost distribution 
might show: 


20,000 cu. yds. of excavation @ .50 $10,000 


8,000 “concrete 1.00 8,000 
15,000 cu. ft. of brick work .20 3,000 
300 tons steel beams 9.00 2,700 
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and so on. The engineer’s schedule of quantities would show 
that these quantities were divided among the different buildings 


in the following proportions: 


Building A 











Excavation 8,000 cu. yds @ .50 $4,000 
Concrete 2000 “ ™ 1.00 2,000 
Brick work 6,000 cu. ft. .20 1,200 
Steel 100 tons 9.00 900 
$8,100 

Building B 
Excavation 7,000 cu. yds. @ .50 $3,500 
Concrete 3000 " “ 1.00 3,000 
Brick work 4,000 “ “ .20 800 
Steel 120 tons 9.00 1,080 
$8,380 

Building C 
Excavation 5,000 cu. yds. @ .50 $2,500 
Concrete a900 " ™ 1.00 3,000 
Brick work _ 5,000 cu. ft. .20 1,000 
Steel 80 tons 9.00 720 
$7,220 


In a similar way, the cost of work in foundations by measure- 
ment can be separated from the cost of work in superstructures. 

In this way also the fluctuations in daily unit costs will be 
equitably distributed. It may happen that excavation for build- 
ing A was partly done in wet weather, so that the men were 
working in thick mud. This might raise the unit cost on this 
section to eighty cents a yard. On building B in dry and warm 
weather the cost of excavation might average as low as thirty 
cents a yard. The additional wet weather expense on building 
A is not properly chargeable to that building but is an indirect 
expense that should be distributed over all excavation. The 
method of distribution which I have outlined makes proper pro- 
vision for such distribution automatically. 

It will be easily seen that the cost of each building can be 
worked up in this way in a very simple manner and give much 
more accurate results than by any attempt to separate the time 
on each building day by day. This method will also give the 
accountant the proper data for distributing his material and 
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contributive expense, as it will not be accurate to proportion 
the cost of cement, stone, teams, etc. according to the totals of 
the payrolls on different buildings. The only correct distribution 
is according to the units of material actually in place on each 
building, and this can only be obtained by measurement. 

It is not a difficult matter to obtain these measurements so 
that the unit costs can be given. An estimate of the quantities 
on the work is almost invariably made before construction work 
is started. Such an estimate is usually made by the consulting 
engineers who make the design, or else by the contractor in 
charge of the work, and can usually be had on application to 
them. If not, it is not an expensive matter to have an engineer 
detailed to prepare a schedule of quantities for use on the cost 
accounting work. I make it an invariable rule to have such a 
schedule on hand before the work is started; it is a very useful 
guide in outlining the method of distribution at the start, in 
keeping the cost accounts correct and up to date during its pro- 
gress and in adjusting changes that may be made in plans. 

The method of recording the time needs some attention. In 
a factory the time is usually kept either in a payroll book or on 
individual slips made out by the workmen themselves, but these 
methods have not been found to be satisfactory on construction 
work — the conditions are so entirely different; the men, very 
many of them illiterate, are hired for short periods only — not 
long enough to train them into keeping their own time checks. 
The difficulties in getting such a record of time are almost in- 
superable and seem so obvious that it should not be necessary 
to argue them. But as the accountant starting on construction 
work nearly always expects a time book or workmen’s time 
slips, it may be desirable to offer some explanations. The men 
have no place to put a time slip, even if they are able to make 
them out. They have to stuff them into their pockets and carry 
them around on the work in all weathers and often when they 
are very hot, and the state of a time slip at the end of a day is 
indescribable. It is also impracticable to ask the foremen them- 
selves to keep these men’s time in time books. In the first place, 
the foreman ought to be busy doing the work that he is engaged 
for and not doing clerical work. If you pay a man $30.00 to 
$50.00 a week for overseeing construction work, you want him to 
earn it and not waste his time doing work which could be done 
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equally well by a time clerk at ten to fifteen dollars, who would 
moreover be better fitted to do the clerical work by reason of his 
having had a different training. The general experience of con- 
tractors is that foremen are not good at clerical work, and as a 
rule they are disinclined to take any trouble to do it correctly. 
It is therefore necessary on a job of any size to employ a time- 
keeper who will give his whole time to keeping the payrolls and 
recording the distribution of time worked by the men. 

It is usual to make up a code, mnemonic or numerical, to de- 
fine the ways the time should be distributed. After checking 
the men in the morning, it should be the duty of the timekeeper 
to make at least four rounds a day, locating each man and enter- 
ing on his record the classification of the work he is doing. Among 
most contracting firms, this is the weakest part of the system of 
distribution, as the timekeeper will walk round, making rough 
notes on pieces of scrap paper, intelligible only to himself, and 
enter them up perhaps two or three days afterwards, on the 
time distribution sheets. I have therefore introduced in my own 
work a proper printed form for the timekeeper’s use. This is 
not in a book, but is in loose sheets carried in a stiff binder 
similar to that used by the express companies’ teamsters. A 
specimen of this is shown in figure I at the end of this article. 
This is shown with columns for each hour of the day and lines 
for each man at work, and the timekeeper as he makes his rounds 
enters against each man’s number in the hourly spaces the code 
word or symbol for the work he is doing. (The symbols “Med.” 
“Da” etc. are from the mnemonic code used by the writer.) Usu- 
ally men are kept for at least two or three hours—if not all day 
—on one class of work, but it is necessary to make at least four 
rounds to pick up the changes made by gangs from one item to 
another. For instance, if three carloads of coal came in they would 
have to be unloaded quickly to save demurrage, and a gang that 
might be working on excavation would have to be shifted over 
to this unloading. In the same way, a gang might be working 
on carrying brick up to noon; at noontime the blasting of the 
holes drilled in rock-work for rock excavation would be fired and 
these men would be put on clearing up the rock debris, either tak- 
ing it to the crushing plant or disposing of it. I do not, however, 
find it necessary to have the timekeeper go round every hour, 
as when he finds that a gang has changed from the work it was 
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on since the last time he went round, he can ask the foreman 
in charge at what time the change of the gang was made and so 
get his distributions correctly. These distributions are then 
worked up into the time sheet, which is shown in figure 2. By 
comparing this with the field sheet, its use will be obvious with- 
out further explanation. It may seem that this should be un- 
necessary and the cost of the labor items could be ascertained 
from the field sheet. Where costs are worked up in the field 
office this may be the case, but where they are sent in to the head - 
office of the contracting company I find it better to have a tran- 
script made in this way of the timekeeper’s work, one reason be- 
ing that in walking round in the field he is not able to make car- 
bon copies of his distribution and therefore has no spare copies 
that can be sent, and another being that in writing up the reports 
in this way he makes a check on himself and will probably pick 
up any small errors that he happens to have made, so that al- 
though theoretically this may seem to be a duplication of labor, 
I find that in practice it is a real advantage. Figure 3 shows the 
payroll used in connection with the timesheet, which is so like 
any other payroll as to call for no comment, except that I would 
like to call attention to the method adopted of ruling all these 
sheets in a similar way in sets of ten lines, a very simple and 
methodical arrangement but one which is very seldom thought 
of. By keeping each man’s number on the same line all through 
the job and the tenth always on the heavy lines, the labor of 
making out these time sheets, field sheets and payrolls is very 
materially reduced. The cost of each distribution on the daily 
time sheet is worked out and entered in the column headed “For 
office use” and is transferred to the permanent records from 
these. The total of the weekly distributions is of course checked 
with the total of the payroll once a week. By making out the 
time sheet and the payroll from the field sheet and then check- 
ing the payroll from the time sheet, one circular check suffices 
to verify all these operations. 
8 Beacon St., Boston, Mass. 
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The Income Tax Law and Farm Accounting 


Methods 
By W. B. Finuay, C. P. A. 


An interesting problem that has come up since the enactment 
of the income tax law bears upon the method of reporting in- 
come from farming operations. Many large ranches have 
excellent accounting systems designed upon approved double- 
entry principles, which for the present discussion may be desig- 
nated as class (a); while others, which may be called class (6), 
have scarcely the scratch of a pen to enable them to compute 
their income, much less to enable them to make a return of 
income for the purpose of the tax. Both classes, of course, 
swear to the accuracy of the return, however it is made. Class 
(a) takes annual inventory of stock at a fair market value, like- 
wise of produce raised and on hand, at what time all expenses 
incurred and accruals applicable to the year are taken into ac- 
count, from which a report of operations and net gain or loss 
is made, and a balance sheet is prepared as in other properly 
conducted business enterprises. Class (b) has no such basis of 
comparing one year with another; but, when it has any method 
at all, it ordinarily prepares a report by setting up the actual 
money paid out, if it can be ascertained at all, against the amount 
of money received, if, also, that can be ascertained, and the 
remainder is the amount of gain for the year. 

Form No. 1040, of the treasury department, which is the 
one upon which individual returns are made, gives the follow- 
ing instructions upon page 4, which are interesting in connection 
with this discussion: 

Article 11—The farmer, in computing the net income from his farm 
for his annual return, shall include all moneys received for produce and 
animals sold, and for wool and hides of animals slaughtered, provided 
such wool and hides are sold, and he shall deduct therefrom the sums 
actually paid as purchase money for the animals sold or slaughtered 
during the year. When animals were raised by the owner, and are 
sold or slaughtered, he shall not deduct their value as expenses or loss. 
He may deduct the amount of money actually paid as expenses for pro- 
ducing any farm products, live-stock, etc. In deducting expenses for 
repairs on farm property the amount deducted must not exceed the 


amount actually expended for such repairs during the year for which 
the return is made (See page 3, item 6). The cost of replacing tools 
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or machinery is a deductible expense to the extent that the cost of the 
new articles does not exceed the value of the old. 

Article 12—In calculating losses only such losses as shall have been 
actually sustained during the year covered by the return can be deducted. 

The department of agriculture has issued a bulletin on farm 
bookkeeping which is also of interest at this time, inasmuch as 
it recommends the inventory method of determining annual 
profits on the farm. This is also the method advised by J. A. 
Bexell, of the Oregon agricultural college. While it is true 
that the farm that takes annual inventory and determines profits 
upon the basis of such inventory does not have to report its 
“income” upon that basis, yet it would be more convenient to 
do so, when all of its accounts have been arranged upon that 
basis. 

The other class, (b), will report upon the basis of money re- 
ceived for livestock and produce sold and deduct costs and 
expenses paid, but the increase will not be reported until sales 
have been made and money collected for such sales. The fol- 
lowing rates of depreciation are certainly a matter that cannot 
be overlooked: 5% on buildings (taking into consideration in- 
surance and repairs) ; 10% on horses, above 5 years ; 8% on milch 
cows, after the third year; 10% on machinery and tools (taking 
into account repairs and replacements). It would appear to the 
thinking person that some method of taking inventory of live- 
stock and produce and other increases on the farm should be 
adopted, and that losses, by way of depreciation of animals used 
in farmwork, and also machinery, buildings, and losses of every 
kind, should be taken into consideration in arriving at “net 
profits.” 

The method of making returns for farming operations, as 
proposed by the treasury department, is, no doubt, the most 
practical method of securing approximate returns, but we must 
conclude that the increase of stock and produce on the farm is 
considered an accretion of capital and not subject to taxation 
unless expressly taken into the books by way of inventory. 
However, this certainly encourages poor business methods on the 
farm, where, of all places, there is great need of efficiency in 
operation. Personally, in the operation of a farm, I would 
want to know what my accrued profits were at the end of a 
fiscal period, which, according to the income tax law, is made 
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December 31, when most authorities agree that April 1 is a 
better time for taking an inventory upon the farm. 

In connection with the subject of increment and income, 
Representative Hull, in his replies to questions asked by Repre- 
sentative Mann, said: “ * * * in construing all these laws 
that I have observed * * * unless the unearned increment is 
expressly made income it is not considered income in any sense 
of the word, but simply increase of value or capital.” While 
this expression, no doubt, had to do entirely with another matter 
—possibly the discussion of the value of real estate—still I do 
not see but that it applies to the increase of any capital asset. 

It is my opinion that this ruling is a survival of that old 
difficulty: the confounding of two ideas of “income”— the one 
held by many lawyers and business men—that actual receipts of 
money constitute “revenue,” when as a matter of fact “revenue” 
should be regarded as earned for the purpose of determining 
profits, whether it has been received or is receivable. 

Notwithstanding the instructions of the treasury department, 
I still believe that livestock and farm products may be safely in- 
ventoried at market prices, and gross profit computed to include 
profits by increase figured on the same basis, otherwise it would 
seem difficult to provide a balance sheet “showing the condition 
of a business as at a given moment of time.” If sales should 
not keep pace with increase, a large secret reserve would result 
in a number of cases under our observation. Omission of in- 
ventories on farms and ranches has a direct effect on general 
taxes, inasmuch as there is scarcely any way of verifying assess- 
ment lists, or at least confirming them. Some accounting practice 
should be definitely outlined upon the question of computing 
profits for this type of business, which up to this time seems to 
be a subject upon which very little accounting literature exists. 

As these questions are constantly recurring in ranch account- 
ing, I have taken this means of presenting these views on the 
subject, not thinking that this is the final word upon the subject, 
but hoping rather that some one may further elucidate the prin- 
ciples involved. 

The following is illustrative of the two methods of making 
the income tax return by two farms having the same trans- 
actions, but different accounting methods: 
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(a)* 
Gross income per operating account.................00ceeeeeeee $7,126.14 
Allowable deductions: 
IN 205k a ce Branches chro Wel eR mi wave encdrd wim oe $ 150.00? 
SNE «a6 wth aimacieh acd atmna ekGreebre~athad desea 350.00? 
IS 8-5 ccc: aiorsnthws nate edavka Sku ase i Svein hee earala 600.00 
RD ay kyilgisd dy aiectdl ene. kcdrb marten ook mee eaee aan 1,000.00 
ME, apes ters pisregs Sarai aan WL In ohio waka teen 100.00? 
I II a ov sc viarsiditui die mace miaredemainecihawaee $2,200.00 
SE Stesdvrsiebsreeesndennesensanaie $4,026.14 
Less: Specific exemption .............. ccc cc ceececcccceeees 3,000.00 
TOE IR ce a 6k oncae és vodaaecdesdiseacecee $1,026.14 


1% on $1,926.14 is $19.26, the amount class (a) will pay. 
(b)t 


Gross income (cash receipts from sales) ...... 6h ea Gian aaa $4,000.00 
(In addition to the above sales, there is $1,300 in accounts re- 
ceivable on the books representing sales made, but not yet 
collected, and which are not included in above “income.”) 


Allowable deductions: 
EN IE iia sccinceinsined Daciadvharawanednd $ 100.00 
(Balance $50 due but not paid for, hence not 
reported. ) 





RIND nes eccuetiecedapaties wihandw seks 300.00 
$50 accrued but not yet paid.) 
MNEs ad she anise au St ell Pele ath ave ers ican en oe eS 600.00 
MN (winks bic icionindtaasi na ndhaninsivntia kuch ddeamuadeTes 1,000.00 
Total allowable GeduUctions ......00ccsdsccccccwscces $2,000.00 
IN oc Strap idin tose réaahcneh cate Reels $2,000.00 


The following illustration is not based upon actual figures, 
but is simply prepared to show the two methods that have been 
used in making returns of income tax for 1913. Column I 
shows the figures for transactions on two farms, while column 2 
shows the transactions which affect the report of class (b): 


* Class (a) is making his report upon the basis of his books closed at the 
end of a fiscal period Allowable deductions are shown in detail and not as 
required by schedule No. 1040, upon which individual returns are made. 

+ As the specific exemption is $3,000 in both cases, it will be noted that, 
(not taking into consideration the deductions of five-sixths of the income and 
five-sixths of the “specific exemption’’) class (b) has no tax to pay, while class 
(a) will have to pay $19.26. 
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Dec. 31, 1912, Inventory of @F4iM ......ccccccscccsces 
e ree ee 

OF MREMMETY 6 ois sciicccss 
3983, Perchaete: GS QUOC oieoisci.cicceds din swore 
% of machinery (mew) ........ 

5 sé (replacements) .. 
(repairs) ..... 
MMEOOSE DINE oa ois ccimokiccvensi coatncss 
accrued (OByERIE) ...cceccess 


oe 


“ 


“cc “ “ 


ED duinicnne nie tidied tumnee nines 

Depreciation of machinery ............ 

= ee ene 

NG: ME RN i ined ha makers oreo 

ee eer erent e 

tC EE oc ccscadicvasdaooas 

Dec. 31, 1913, Inventory of grain ..........ccccccees 
- OG GUE sb scentnccanensantas 


(1) (2) 
$ 507.86 
1,966.00 
900.00 
400.00 $ 400.00 
200.00 
100.00 100.00 
50.00 50.00 
300.00 300.00 
50.00 
600.00 600.00 
1,000.00 1,000.00 
.00 
20.00 





OPERATING STATEMENT 








Crass (a) 
Grain Stock 
WIN. dssrivdréndie hd, aardndin kainate ke ee $1,500.00 $3,800.00 
IIE oo oii. dcca Wok wag hwan sdacioupcuns dcucbacmel uous 4,400.00 300.00 
NIE NIE ecascicndsrdacninrasek corsets Dine nett eee 700.00 
$6,600.00 $4,100.00 
en Near ere or ree $ 700.00 
RR ie ee Rn I ey 400.00 
ee eC ITT Re $ 507.86 1,066.00 507.86 3,066.00 
TI BODE oi ciiidscsncaddcadnbanoeene $6,092.14 $1,034.00 
PROFIT & LOSS: $6,002.14 
1,034.00 
Gross trading profit brought down ...................00000: $7,126.14 
Expenses and losses: 
Repairs and replacements ...............ccccece: $ 150.00 
MIE, © oct anp kc nats waters eine ovale eat Ga 350.00 
ME 3. Sinks oa sn odenin dead we ho a kanc eda 600.00 
SND, 5 cc ckk cick emaunen x aals-necmaea Rea 1,000.00 
ee er a ee 20.00 
' Pree ete ree 80.00 
BNI 65 oi. Shek hi g:k Hkaesmdade nia ae $2,200.00 
ee ren Se een $4,926.14 
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EDITORIAL 
Modern Methods of Instruction 








American institutions of learning, especially those concerned 
with instruction in accounting, business administration and kin- 
dred subjects, are making rapid progress both in popularity and 
in standards of education. 

The much abused word “efficiency” may be employed to de- 
scribe the point toward which the colleges are aiming, and it is 
reasonably certain that the students who enjoy the privileges of 
present-day instruction will be peculiarly well qualified for the 
work of life. 

It is eminently gratifying to see that some of the foremost 
colleges are keenly alive to the necessity for development in 
their curricula. Every year an improvement in the average 
standard of instruction may be noted and the men responsible 
for the commercial departments of many of our schools are 
exerting themselves to the utmost to discover methods whereby 
the student may obtain greater proficiency and more actual ex- 
perience. It is inevitable that as the methods of instruction im- 
prove the graduates of our colleges will be better and better 
fitted for a business career. 


An instance of the introduction of modern ideas is the ac- 
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countancy laboratory, described in the preceding issue of THE 
JourNAL, which will be installed at Columbia University. 

The fault to be found with commercial instruction in the 
past has generally been an insufficiency of practical training. 
Theory there has been in abundance; but, as the results of ex- 
aminations have shown, practical accounting has been a thing 
which has been very inadequately acquired by the average 
student. By means of the accountancy laboratory at Columbia 
(which will be begun under the direction of Mr. Robert H. 
Montgomery) the students will have opportunity to see some- 
thing of actual work and will not depend solely upon their 
theoretical or book knowledge when they leave the university. 

We are very much mistaken if it be found that the result of 
this idea is not immensely beneficial to the student and there- 
fore to his future employer or client, as the case may be. 

Another valuable innovation is to be undertaken by the New 
York University with the same object in view, namely, to give 
students actual practice. The plan to be adopted at this uni- 
versity is one proposed by Mr. John R. Wildman. In brief the 
plan is to establish a system of practical accounting at the uni- 
versity in which the students shall be called upon to do accounting 
work under the supervision of duly qualified certified public ac- 
countants. The work which they will do will be concerned with 
the audit of various charitable organizations which as a rule find 
it impossible to afford the necessary expenditure for an audit by 
public accountants and yet are in sad need of investigation and 
the installation of proper methods of accounting. The idea at 
the New York University is to give certain charitable organiza- 
tions an opportunity to employ the university to conduct 
audits and investigations without charge. By this means the city 
will be well served in that its charities should be better con- 
ducted, and the students of the university will receive a practical 
training which will be of the utmost service to them. 

We regard the introduction of these new and admirable 
methods as a most signal mark of progress. Accountants every- 
where will watch the results with peculiar interest. 
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The Fit and the Unfit 


In a recent issue of The Journal of Commerce (New York) 
appeared a short article from which we extract the following 
paragraph : 

A movement has been started by leading New York banking houses 
to eliminate the employment of the less reputable certified public ac- 
countants. In recent years, and particularly since the passage of the 
corporation tax law, there have sprung up a great many accounting 
and auditing firms which employ questionable methods and charge ex- 
orbitant prices for their services. Statements put out by mercantile 
concerns desiring credit are frequently accompanied by accountants’ 
certificates, and banks which buy commercial paper look with disfavor 
upon certificates issued by accountants unknown to them. It has been 
found desirable to educate merchants to select accountants of good 
standing. 

It seems almost ridiculous that it should be necessary to 
make assertions such as are contained in the foregoing excerpt, 
and in one way we believe that the statement in The Journal of 
Commerce is incorrect. There have been many accounting firms 
created within the past few years but it is not correct to say 
that many of these have employed questionable methods or have 
charged exorbitant fees. As a matter of fact the number of 
disreputable firms is small and the fees, particularly in the large 
centers, are in a measure standardized. 

But with the broad statement of our contemporary there is 
no possible quarrel. Every accountant of standing and repute 
will welcome anything which will tend to raise the standards and 
to eliminate the unfit. The American Association of Public Ac- 
countants is doing a splendid work in this field and as time goes 
on there will probably be a considerable reduction in the already 
small number of undesirable accountants. 


The root of the difficulty, however, will not be found by any 
such methods as are suggested in the above quoted excerpt. It 
rests with the public itself to use ordinary discretion in the selec- 
tion of accountants. It would be considered foolish to suggest 
that those who are ill should use care in the selection of a physi- 
cian, or that those who desire to enter into litigation should be 
cautious in the choice of an attorney. The obligation to exercise 
common sense is supposedly universal and it seems superfluous 
to ask that the business public should use ordinary business 


sense. 








Editorial 


It is conceivable of course that an unworthy accountant might 
obtain employment now and then, but the moment his unworthi- 
ness became apparent there should be no further need to warn 
against him or his methods. 

A few years ago when accountancy was more a novelty than 
at present the untrained or dishonest accountant had a far bet- 
ter chance to deceive the business man, but we do not believe that 
there is any further excuse for calling in accountants of an in- 
ferior quality. 

The public should have a sufficient knowledge of the fit and 
the unfit to be able to make its own selection. If it fails to do 
so the result must be on the public’s head. 





Commercial Credits 


Attention is directed to an article which appears elsewhere 
in this issue of THE JouRNAL oF AccoUNTANCY, entitled The 
Public Accountant and the Credit Man, by Joel Hunter, certified 
public accountant. 

This article was prepared by special request, and readers will 
do well to consider carefully the opinions of credit men given 
therein and the conclusions reached by the author. 

Heretofore credit men and accountants have recognized that 
there was a strong bond of union between them and that their 
work lay along closely parallel lines, but in comparatively few 
cases has the ordinary commercial credit man been able to 
demand the assistance which only a public accountant can give 
him. In extending credits he has been compelled to rely upon 
the statements of those seeking credit, and in the competition of 
business has not felt justified in asking that certified statements 
of condition be submitted by all those in search of new lines of 
credit or extension of old lines. 

Great progress has been made in the movement to bring about 
compulsory certification of borrowers’ statements submitted to 
banks, and in course of time this practice will probably become 
almost universal. There is an equally great opportunity for 
development in the matter of commercial credits; and the opin- 
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ions expressed in Mr. Hunter’s able article are clear indications 
that the possibilities are recognized by credit men. This is a 
subject which should be fully discussed, and THE JouRNAL OF 
AccouNTANCY will be glad to receive the opinions of accountants 
and credit men as to the way in which the desired results can 


be obtained. 
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Income Tax Department 
Epitep By JoHN B. Niven, C. P. A. 


The case of Dodge v. Osborn referred to in a previous issue of Tue 
Journat has been dismissed by the supreme court of the District of 
Columbia. A report of the court’s opinion is published this month as 
T. D. 1983. It will be observed that an appeal has been noted. 

The other decisions published are as follows: 

T. D. 1985 which further extends to October 31st, 1914, the time for 
completing certificates by the insertion of the bond numbers therein. 

T. D. 1986 which permits the use of printed facsimile signatures in the 
execution of substitute certificates 1058 and 1059 by banks or collecting 
agents. 

T. D. 1987 which simplifies procedure to the extent of allowing one 
certificate to be adapted for use by a fiduciary acting for more than one 
estate in respect of coupons of the same issue of bonds. 

T. D. 1988 which extends the use of form 1060 to domestic banks 
or bankers. 

T. D. 1980 which deals with the question of losses from the sale of 
real estate so far as arriving at the net income of an individual is con- 
cerned. The matter of losses from the sale of capital assets generally 
has been very extensively discussed, and the consensus of opinion was 
that all such losses were legitimate items of deduction from the gross 
income of an individual. The decision now issued seems to be the first 
official indication that the department has given of its views on the sub- 
ject. It states that losses resulting from the sale of real estate by in- 
dividuals not “engaged in the real estate business” are not properly de- 
ductible from gross income in the returns of annual net income of such 
individuals for the income tax. The decision does not contain an opinion 
in the case of losses sustained from the sale of stocks and shares and 
similar investments; and—though the grounds upon which such a view 
could be formulated would be difficult to find—it may be that some dis- 
tinction is to be drawn between these losses and those from the sale of 
real estate investments. More light, however,-is sure to be thrown on 
the whole subject before it again becomes one of moment to income tax 
payers. 

T. D. 1992 which prescribes that bonds of foreign corporations pay- 
able wholly or optionally in the United States are to be treated as 
domestic bonds. 

T. D. 1993, which is an official ruling on a question which has been 
pressed on the department for some time. The principal effect is to 
authorize corporations engaged exclusively in buying, selling and dealing 
in real estate to deduct as an “expense of business” rather than as a 
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payment of “interest on indebtedness” the interest on mortgages secured 
on real estate of which they own the equity. 





TREASURY DECISIONS 
(T. D. 1983 May 28, 1914) 


1. CONSTITUTIONALITY. 
The income tax law is not unconstitutional. 
2. INJUNCTION. 
As the taxes, if collected illegally, may be recovered back, there 
is no occasion for interference of a court of equity by injunction. 
3. DISMISSAL OF BILL. 
The motion for injunction was overruled and the bill of complaint 
dismissed with costs. 


The appended decision of the supreme court of the District of Columbia 
in the case of John F. Dodge and Horace E. Dodge v. William H. Osborn, 
commissioner of internal revenue, is published for the information of 
internal-revenue officers and others concerned. 


SupPREME Court oF THE District or ConumBIA Horipinc Equity Court’, 
No. 32515 


John F. Dodge and Horace E. Dodge, plaintiffs, v. William H. Osborn, 
Commissioner of Internal Revenue, defendant 


[Decided May 14, 1914] 


STAFFORD, Judge: . . . In my best opinion that act is not unconstitu- 
tional in either respect in which it is challenged by the plaintiffs. I 
think the contentions are satisfactorily met and answered in the brief 
filed in behalf of the government, so that I will not take the trouble to 
write an opinion in the case or go into it fully at this time. 


The plaintiffs are amply able to pay the tax, and I think the act pro- 
vides a proper and reasonable method for recovery of any taxes illegally 
exacted under the act. The defendant is proceeding in accordance with 
the explicit directions of the statute, and there is a provision that if the 
taxes are collected illegally they may be recovered back; and inasmuch 
as no irreparable damage will be inflicted upon the plaintiffs by the pay- 
ment of such taxes, even if illegal, and subsequent recovery of them is 
provided for by the statute, I think there is no occasion for the inter- 
ference of a court of equity by injunction. I make this statement be- 
cause the same question may arise in some future case with reference 
to the scope and effect of section 3224 of the revised statutes. So that 
this bill will be dismissed with costs. 





Nore.—Counsel for the plaintiffs noted an appeal to the court of ap- 
peals of the District of Columbia. 
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(T. D. 1985 May 28, 1914) 


Extension to October 31, 1914, of waiver of regulations providing for the 
filling in on certificates used in connection with the income tax of the 
numbers of bonds of corporations, etc. 


Notice is hereby given that T. D. 1955, issued May 10, 1914, waiving 
until June 30, 1914, the requirement that the numbers of bonds or other 
like obligations of corporations, etc., from which interest coupons are 
detached or upon which registered interest is to be paid, shall be filled 
in on the certificates to be used in connection with the income tax is hereby 
extended to October 31, 1914. 





(T. D. 1986 May 29, 1914) 


Execution of income tax substitute certificates 1058 and 1059 by banks 
or collecting agents. 


You are advised that as a convenience to banks and collecting agents 
who desire to substitute their certificates, forms 1058 and 1059, for the 
owner’s certificate accompanying the coupons deposited for collection, it 
is hereby provided that the name of the bank or collecting agent may 
be printed or stamped, and that a facsimile of the signature of the person 
authorized to sign the substitute certificate for the bank or collecting 
agent may also be printed or stamped on the certificate: provided, that 
in all cases the bank shall first file with the commissioner of internal 
revenue a certificate of its authorization in substantially the form fol- 
lowing: 


(City.) (Date.) 
The CoMMISSIONER OF INTERNAL REVENUE, 
Washington, D. C. ; 

The undersigned hereby authorizes the use of the facsimile signature 
shown below upon all substitute income tax certificates issued in its 
name until this authorization is revoked by written notice to you. 

"" "(Name of bank or collecting agent). 

at . scan 0d eidcis ee eee ee eee 

(Signature of person authorized to sign.) 

“"GPacsimile signature of person au-  ——S—=S (Official position.) © = 
thorized to sign.) 





(T. D. 1987 May 20, 1914) 


Fiduciaries: Forms 1015 and 1019, revised, may be adapted so that but 
one certificate will be required to be filed with coupons from the 
same issue of bonds the property of different estates or trusts. 
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Under income tax regulations No. 33, articles 39 and 70, fiduciaries 
are required to file certificates on forms 1015 or 1019 (now I0I5 and 
1019, revised), according to the nature of the claim to be made by the 
fiduciary, for each issue of bonds and for each trust. It is therefore 
provided that where fiduciaries have the custody and control of more 
than one estate or trust, and said estates or trusts have as assets bonds 
of corporations, etc., of the same issue, said fiduciaries may adapt certifi- 
cates, forms IOI5 or 1019, revised, by changing the words “estate or trust” 
in lines 1, 2 and 3 of said forms to the plural, and writing on blank line 
provided for (the name of the estate or trust) the words, “As noted on 
the back hereof.” 

In such cases the notation on the back of the certificate should show 
for each estate or trust— 

(a) The name of the estate or trust. 

(b) The amount of the bonds. 

(c) The amount of the interest. 

In all other respects the certificates should be filled out as indicated 
thereon. 





(T. D. 1988 June 2, 1914) 


Certificate of ownership of bonds—non-resident alien—(Form 1060) pro- 
vided to be executed by foreign banks or bankers may be used by 
domestic banks or bankers. 


The provisions of T. D. 1977 permitting responsible banks or bankers 
of foreign countries to execute certificates of ownership (form 1060) 
for non-resident alien owners of bonds of domestic corporations, are 
hereby extended to and for the use of responsible banks or bankers in 
the United States for and in behalf of non-resident alien owners of 
bonds of United States corporations. 





(T. D. 1989 June 2, 1914) 


Designation of losses which are deductible from gross income within a 
taxable year. 


Several letters have been received in which inquiry has been made 
as to whether losses resulting from the sale of real estate by individuals 
are properly deductible from gross income in the returns of annual net 
income of individuals for the income tax. 

Under paragraph B of the income tax law it is provided that among 
the deductions to be allowed shall be “losses actually sustained during 
the year, incurred in trade or arising from fires, storms, or shipwreck, 
and not compensated for by insurance or otherwise.” 
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Losses arising from fires, storms, or shipwreck and not compensated 
for by insurance or otherwise are easily ascertained and there would not 
appear to be any chance of an erroneous construction as to these. Losses 
actually sustained during the year incurred in trade are limited by the 
language of the act itself. 

“In trade” is synonymous with business. 

“Business” has been defined as 


That which occupies and engages the time, attention and labor of any 
one for the purpose of livelihood, profit, or improvement; that which is 
his personal concern or interest; employment, regular occupation, but it 
is not necessary that it should be his sole occupation or employment. 


The doing of a single act incidentally or of necessity not pertaining 
to the particular business of the person doing the same will not be con- 
sidered engaging in or carrying on the business. 

It is therefore held that no losses are deductible in a return of income 
save and only those losses permitted and provided for by the statute, 
viz., those actually sustained during the year— 

Which are “incurred in trade,” 

Or which arise from “fires, storms, or shipwreck and not compensated 
for by insurance or otherwise.” 





(T. D. 1992 June 4, 1914) 


Bonds of foreign corporations payable, as to interest, wholly within the 
United States, or within or without the United States, at the option 
of the owner of the bonds, to be treated for income-tax purposes as 
rs bonds when accompanied by certificates of ownership properly 
executed. 


Where foreign corporations have an issue of bonds, the interest upon 
which is payable wholly within the United States, or within or without 
the United States, at the option of the owner of the bonds, in all cases 
where said foreign corporations have fiscal agents within the United 
States and the said bonds are owned by citizens of the United States or 
aliens resident within the United States, the collection of interest on said 
bonds shall be considered to be and be treated as a domestic transaction 
upon the filing with said coupons certificates of ownership properly exe- 
cuted: provided, that whenever coupons from foreign bonds not accom: 
panied by certificates of ownership are presented for collection they shall 
be treated as foreign items, and the first bank or collecting agency re- 
ceiving or accepting the same for collection or otherwise shall deduct, 
withhold and pay the tax as provided by income tax regulations for the 
collection of foreign income. 

Where a foreign corporation has an issue of registered bonds, the 
interest on which is payable through a fiscal agent in the United States, 
certificates of exemption may be filed with said fiscal agent in manner and 
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form as prescribed by T. D. 1974 and payment by said fiscal agent shall 
be made in accordance with the provisions of T. D. 1974. 





(T. D. 1993 June 5, 1914) 


Interest paid on indebtedness wholly secured by collateral the subject ot 
sale in the ordinary business of a corporation may be deducted as a 
part of its expense of doing business. 


This office is in receipt of numerous letters asking a ruling of this 
office as to the application of the following proviso quoted from sub- 
division (b) of subsection G of section 2, act of congress approved October 
3, 1913, to wit: 


Provided, that in the case of indebtedness wholly secured by collateral 
the subject of sale in the ordinary business of such corporation, joint- 
stock company or association, the total interest secured and paid by such 
company, corporation, or association, within the year on any such indebted- 
ness may be deducted as a part of its expense of doing business. 


Many of these inquiries come from corporations engaged in buying 
and selling real estate, which real estate is pledged for the payment 
of indebtedness, and the question submitted is whether or not such real 
estate is “collateral” within the meaning of the proviso quoted and 
whether or not corporations paying interest on indebtedness wholly 
secured by such collateral may deduct from gross income as “an expense 
of doing business” the amount of interest paid on such indebtedness. 

Relative to this you are informed that “collateral,” as used in this 
proviso, comprehends and includes real estate or any form of physical 
or tangible property bound for the performance of certain covenants, 
the payment of certain obligations, and if such real estate or other phy- 
sical or tangible property is the “subject of sale in the ordinary business 
of the corporation” owning the same, that is, if such corporation is, as 
a matter of its ordinary business, engaged in buying and selling, or deal- 
ing in such property, the interest actually paid within the year on in- 
debtedness wholly secured by such collateral (a mortgage on such 
property) may be allowably deducted from gross income under item 4 
(a) of the return form as an expense of doing business, without regard 
to the limit of deductible interest as set out in subdivision “third,” 
paragraph (b), subsection G of the federal income tax law hereinbefore 
cited. 

This construction of the proviso quoted is not intended to and does 
not authorize the deduction as “an expense of doing business” of any 
interest paid or indebtedness secured by property, real or personal, which 
is not the “subject of sale in the ordinary business of the corporation,” 
but which is held by it for the purpose of, or as an instrument in carry- 
ing on, its ordinary business—such as the rights of way and other 
property of public utility companies, permanent office buildings and 
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property of like character held or occupied for their own particular use 
or purpose in the furtherance of the objects of the corporation, but which 
property is not the subject of sale in their ordinary business, and which 
is simply occupied or used as an instrument or means of, or essential 
to, the carrying on of the ordinary business for the transaction of which 
they are organized. The fact that such property may. be subject to sale 
under extraordinary or peculiar conditions does not qualify, but rather 
disqualifies, it as “collateral” such as is contemplated by this provision of 
the act cited. 

The only corporations, joint-stock companies, or associations which 
will be allowed under this proviso as herein interpreted to deduct as 
“an expense of doing business” interest paid on indebtedness wholly 
secured by mortgage on real estate, or other physical and tangible prop- 
erty, are those corporations, joint-stock companies, or associations which 
are organized and operated for the exclusive purpose of buying, selling, 
and dealing in the particular kind of property upon which the mortgage 
is given, and the particular property pledged for the debt upon which the 
interest is paid must be the “subject of sale in the ordinary business of 
the corporation.” 

Any corporation whose indebtedness is secured by a trust, mortgage, 
or by any form of indenture which covers and includes in the lien any 
property which is not the subject of sale in the ordinary business of 
such corporation, will be and is excluded from the benefit of this pro- 
viso, as hereinbefore construed, and its interest deduction will be limited 
to the amount authorized in subdivision “third” above referred to—that 
is, the interest actually paid within the year at the contract rate on an 
amount of bonded or other indebtedness at no time within the year in 
excess of a sum ascertained by adding to the paid-up capital stock out- 
standing at the close of the year one-half of the total amount of the 
interest-bearing indebtedness also then outstanding. 

Corporations which under this ruling are entitled to deduct as “an ex- 
pense of doing business” the total amount of interest paid within the 
year on “indebtedness wholly secured by collateral the subject of sale in 
the ordinary business of such corporations,’ are required to state sepa- 
rately in their returns fhe amount of indebtedness upon which such in- 
terest is paid, segregating it from the indebtedness not so secured and 
upon which the interest paid is taken credit for or deducted under item 
6 (a) of the return form. The interest-bearing indebtedness stated under 
item 2 of the return form as one of the bases for determining the amount 
of interest which may be allowably deducted under item 6 (a) must not 
include any “indebtedness wholly secured by collateral the subject of sale 
in the ordinary business of the corporation.” Failure to segregate the 
two forms of indebtedness will render the interest deduction under item 
6 (a) subject to suspension and disallowance. 
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Students’ Department 
Epitep By SEYMouR WALTON, C. P. A. 


The following case is submitted by a correspondent in the state of 
New York: 


“A number of retail grocers incorporated a wholesale grocery com- 
pany under the laws of this state, and commenced business nearly two 
years ago. Each one of them contributes an equal amount to the capital 
stock, and they purchase their supplies from the company at a slight 
advance on cost, merely enough to cover the running expenses. The 
terms of payment to the stockholders are one week’s credit, all others be- 
ing sold on a cash basis. 

“The company’s by-laws contain provisions of this nature: all stock- 
holders must be retail grocers approved by the others interested; the 
amount held by each to be the same; stock is not transferable without the 
consent of the stockholders; and the amount of stock is to be re- 
garded as an offset to their purchases in case of any one going behind in 
payments. 

“Now, two of the original stockholders have sold out, one of them by 
auction, and representing to the management that he was out of the 
grocery business permanently, he was given a cheque for the amount of 
his stock. He is now in Chicago. The other was succeeded by a party 
who did not wish to join the company and take over the stock, and at 
the time this one sold out he was owing a considerable amount, but not 
as much as his subscription to the capital stock; this amount he shows 
no disposition to pay, taking the position that it is already paid for. A 
third got behind in his payments and was refused further credit; he owes 
a little more than his share in the capital. The two last cases occurred 
in 1913, so that the amounts outstanding are long past due. 

“We have therefore two apparently uncollectible amounts among the 
accounts receivable, and the company owning some shares of its own 
stock. It is clear that if this kind of thing continues the amount of the 
concern’s capital will be materially reduced, and they have evidently been 
poorly advised at the organization of the company. 

“The only way I see to close the two accounts receivable is to credit 
them and debit capital, and I understand that that is not good practice. 
In the other case the intention is to sell the shares to the next applicant 
for stock, but as none has appeared lately I charged the amount up to 
‘unissued stock’. I am sure occurrences such as these must be unusual, 
and I would like to see an expression of opinion on them generally.” 


REPLY 


The question as to whether the company was poorly advised at its 
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organization depends upon facts not disclosed. If the two amounts men- 
tioned would be uncollectible in any event, whether the parties were stock- 
holders or not, the company is certainly better off to be able to obtain 
its own stock for the debts than if it could get nothing. It can hardly 
be possible that the by-laws provide that the company is obliged to accept 
its own stock in satisfaction of a debt due to it by a stockholder, for this 
would mean that any stockholder could pay himself a liquidating dividend 
of one hundred per cent by the simple expedient of buying a sufficient 
amount of goods to cover his holdings. 

Assuming, then, that the company would take in its own stock only 
in case the debts were uncollectible in cash, the proper entries to make 
in the two cases mentioned would be to charge treasury stock with the 
par value of the stock taken over. It should not be charged to capital 
stock, because that would mean that the stock had been cancelled per- 
manently and could not be re-issued. It certainly should not be charged 
to unissued stock, because it has been issued and paid for. The defini- 
tion of treasury stock is “such stock as has once been issued and fully 
paid for, and has since been acquired by the company through donation or 
purchase.” In the state of New York a corporation may take its own 
stock in payment of debts that the directors may consider bad or doubt- 
ful, and such stock is true treasury stock, and may be sold at any price 
that may be obtainable. 

In the case of the debtor who owes more than the face of his stock, 
the credit to his account would be only the par value of the stock, the 
balance being charged off as not collectible, if such be the case. In the 
case of the one who owes less than the face of his stock, the credit to 
his account would be the amount of the balance due from him. The 
difference between this amount and the par of his stock should be 
credited to contingent profit on stock, if the whole stock is forfeited to 
the company. If the stock is afterwards sold to some one else at less 
than par, the discount would be charged to contingent profit on stock 
and the balance of that account would be an actual profit or loss as the 
case might be. If the by-laws do not give full title to the stock thus 
acquired, but it is supposed to be held only as security for the debt, any 
profit made on its sale would be payable to the debtor. 

Some authorities say that treasury stock should be carried at the 
price paid for it. If this is done, the balance sheet does not show the 
true amount of stock outstanding. It might lead to a very curious 
anomaly. Suppose there is a company with a capital stock of $100,000.00 
and a surplus of $250,000.00, that has bought in forty per cent of its 
stock at 300. If it charged treasury stock with $120,000.00 it would be in 
the peculiar position of showing $20,000.00 more stock in the treasury 
than its total issue. This might easily happen in the case of a coal mining 
company that would take this method of paying off its capital, rather 
than by making liquidating dividends. When it paid $120,000.00 for the 
stock it was really buying $40,000.00 stock and $80,000.00 surplus; there- 
fore surplus should be charged with the $80,000.00, reducing it to $170,- 
000.00. Capital stock would show in the balance sheet as $100,000.00, 
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less in treasury $40,000.00, and the book value of the $60,000.00 stock 
outstanding would be clearly shown as $230,000.00 or 383 1/3%. 

In the case of stock bought in at less than par, the difference between 
the face value and the price paid for the stock would be a profit only 
in case the stock is clearly worth par, a view which is negatived by the 
fact that it has just been bought at a discount. As the profit is contin- 
gent on the price that may be realized for the stock, it is better to 
credit it to contingent profit on stock, the word contingent preventing it 
from being treated as a real profit. When the stock is sold, the actual 
profit or loss on it will be reflected in this account, as already indicated. 


Some CoMMON MISCONCEPTIONS 


There are numbers of misconceptions of the exact meaning of ac- 
counting terms and of the results of certain procedures that deserve 
more attention than they usually receive. When the misuse of a word 
such as “imprest” does not interfere with the proper treatment of a 
cash account, the only importance that attaches to the matter is found 
in the desirability of adopting precise terms and of always using them in 
the same sense. But when a business man does not understand the 
effect of using averages incorrectly, and arrives at conclusions in regard 
to his business that are not justified by the real facts, the results may be 
disastrous. At best they are likely to be confusing and may lead to his 
distrust of calculations and comparisons that would be eminently useful 
to him. ' 

Some of these misconceptions are worth a few minutes of analysis and 


explanation. 
ImMpREST SYSTEM 


The term “imprest system” is very frequently used to cover the 
method of treating all the cash, whereby it is required that all the funds 
received shall be deposited in bank, and that all payments shall be made 
by cheques. It is true that the adoption of this method necessitates the 
establishment of a petty cash, unless the cashier is willing to make small 
payments out of his own personal money. This petty cash may consist 
of small cash receipts from sales, out of which small expenditures may be 
made. When this is done, the petty cash is merely a part of the main 
cash, and the balance of cash on hand is the sum of the petty cash and 
the bank balance. 

It is always objectionable to mix receipts and payments of currency. 
An error in the cash balance cannot readily be located, since it may have 
occurred either in taking in or in paying out money. By keeping the 
money received entirely separate from the money out of which currency 
payments are made any error is automatically classified. It is for this 
reason principally that the imprest system of petty cash is adopted. 

Webster defines imprest as “loan: money advanced for some public 
service.” The Century Dictionary describes it as “A form of loan. 


66 








Students’ Department 


Money advanced.” This exactly describes its use in connection with the 
petty cash fund. This fund is a loan or advance to the petty cashier, to 
enable him to make small disbursements out of the money belonging to the 
business, instead of out of his own pocket. As the petty cash fund is the 
only money lent or advanced to him in this way, it is only the petty 
cash that is imprest, and the extension of the term to cover the method of 
treating the main cash is an entirely wrong use of it. 

As the imprest petty cash fund is an advance to the cashier, it is 
not affected by the use that he makes of it, but always remains intact 
in the ledger account, as an amount for which he is responsible. He 
must always have on hand the exact amount, either in money or in petty 
cash vouchers. When he wishes to replenish the fund, either because it 
is nearly exhausted or because he desires to incorporate the expenditures 
in his monthly accounts, he makes out a statement of the items expended 
to date, classified according to the accounts affected, and presents this 
statement, together with the supporting vouchers, to the proper person, 
and receives a cheque for the exact amount, thus bringing his fund 
back to the original amount of currency on hand. This cheque is 
entered in the main cash account precisely as it would have been if the 
money the cashier had expended had been his own, the distribution to the 
various accounts being made on the cashbook or voucher record at 
once, exactly in the same manner as the distribution of any other pay- 
ment is made. The fact that he has been given a permanent loan or 
advance has nothing to do with it and is entirely ignored. 

The practice of some bookkeepers to charge the total of the cheque 
to petty cash on the cashbook and then to charge the various accounts 
affected and credit petty cash in the journal is a wrong treatment of the 
matter. It necessitates a totally useless entry of a debit and credit of the 
Same amount in the petty cash account, and it also places on the journal 
the distribution of cash entries which do not belong there. When a 
voucher record is in use, it also necessitates separate postings to the 
accounts affected, instead of having them entered in the appropriate col- 
umns of the voucher record, where they will be included in the monthly 
totals. 


ParTNERS’ DRAWINGS 


An error that is by no means uncommon is the charging of partners’ 
drawing accounts to profit and loss when the books of a firm are closed. 
This mistake rises from the fact that the drawings are supposed to be 
made out of the profits that are accumulating from month to month, al- 
though the amount of them is not ascertained until the books are closed. 
Because the drawings are payable out of profits, the conclusion is drawn 
that they are chargeable to profit and loss. This is an illustration of 
the confusion that arises when financial transactions are made to govern 
accounting principles, instead of making accounting principles govern 
financial transactions, a confusion that, as we have previously seen, often 
leads to curious errors. Nothing should be charged to profit and loss, 
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except actual losses and expenses of the business. Profits drawn out by 
the partners, whether in periodical withdrawals during the year, or in 
total at the end of the year, are still profits and do not in any sense 
represent losses. 

The relation between drawings and net profits is properly shown, not 
in the profit and loss account, but in the drawing accounts of the part- 
ners. This is done by crediting the profits in the agreed proportion to 
the drawing accounts. The balances in the drawing accounts will then 
show whether the authorized drawings against estimated profits have 
exceeded the actual profits or have been conservative enough to leave 
a balance of profits still undrawn. The balance of the drawing ac- 
count, if a debit, should be charged to the capital account of each partner, 
as it really consists of capital withdrawn, but if a credit, it may be left 
subject to the order of the partner, if this is agreed to by all the part- 
ners. 

Charging partners’ drawings to profit and loss would be absolutely 
wrong in case the partners had not drawn in the exact ratio in which they 
share profits. The one who had drawn less than his due proportion would 
lose an amount equal to the percentage of profit enjoyed by the other 
partner on the undrawn amount. To illustrate: If A is to receive 60% 
and B 40% of the profits and A has drawn $3,000 and B $2,000, the 
total profits being $10,000, it will make no difference in the final result 
if the drawings are charged to profit and loss and the balance of $5,000 
divided between A and B, since A will have received $6,000 in cash and 
credit and B will have received $4,000, which is their due proportion. 
But, if A has drawn only $2,600 against B’s $2,000, and the $4,600 is 
charged to profit and loss, there will be a balance of $5,400 to be divided, 
of which A will receive credit for $3,240 and B for $2,160. A has thus 
received in cash and credit only $5,840 while B has received $4,160. A 
has lost $160, which is 40%, or B’s proportion, of the $400 that A 
neglected to draw. In other words, A by allowing his $400 to swell the 
profit and loss account, receives only 60% of it when he was entitled to 
all of it. 

Dividends in an incorporated business should not be charged to 
profit and loss. They are not a charge against the operating profits 
of the business, since they are in no sense losses, but rather a part 
distribution of the accumulated surplus. For that reason a dividend may 
be greater in amount than the total net operating profits of the year 
in which it is declared. Charging it to profit and loss in that case and 
then transferring the debit balance of that account to surplus would 
indicate that the net result of the year’s business was a loss, instead of a 
profit. Crediting the profit to surplus and then charging surplus with the 
dividend records exactly the true condition. The only time when this 
would be subject to criticism would be when there was no surplus, but a 
deficit existed. If profits are made in any year, the directors have a right 
to pay a dividend out of them, even if the credit of the profits to the 
deficit did not produce a credit of surplus sufficiently large to cover the 
dividend. To avoid the anomaly of paying a dividend larger than the 
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indicated surplus, it would be advisable to extinguish part, at least, 
of the deficit by capitalizing it as good will, which they would have 
a right to do, since the expenses of the past years, which created the 
deficit, have succeeded in putting the business on a profitable basis. If 
large amounts have been paid for general advertising, the same effect 
would be produced by carrying over part of this expense as a deferred 
charge, on the ground that future years will enjoy the benefit derived 
from it. 


INTEREST ON PARTNERS’ CAPITAL 


When the amount of capital to be contributed by each partner is 
stipulated in the articles of partnership, and one partner puts in more 
money than he is required to, he may be paid interest on the excess at 
an agreed rate. However, he has no right to demand interest, unless his 
partners agree to pay it. Otherwise, he would be in a position where 
he would be able to force a loan upon the business when it did not need 
it. If his partners will not agree to pay him a reasonable rate of interest, 
he has the option of withdrawing the excess capital and of investing 
it elsewhere. If the business needs the money, it would naturally be 
preferable to borrow it of a member of the firm rather than to resort 
to a bank or other outsider. Interest paid on such money contributed by 
one of the partners should be charged to interest account as part of the 
expense of financing the business. Whether the money appears as excess 
capital or is credited to a special loan account it is just as much a loan 
to the business as is money borrowed from a bank. 

It is different when interest is credited on all the capitals of all the 
partners. Such interest is not a charge to the interest account, but is 
a part distribution of profits. The capital was not contributed for the 
sake of the interest it would earn, but for the profits that it was ex- 
pected would be made by its use in the business. Any other money put 
in by a partner, either in the form of excess capital or of a special 
loan, is lent to the firm for the sake of the interest it will earn. 

If the profits are divided on the basis of the agreed capital contribu- 
tions, there is no object in crediting interest to each partner’s capital, 
since each one will receive exactly the same total credit in the end, both 
interest and profits being divided on the same ratio. But when the 
profit sharing ratio is different from the capital ratio, the crediting of 
interest on all the capitals makes a difference in the final division to each 
one. It is a concession to the partner having a relatively larger capital 
or a relatively smaller share of the profits. This will be better under- 
stood from an example. 

If A has $50,000.00, B $30,000.00 and C $20,000.00 capital in a busi- 
ness, and their profit sharing ratios are agreed upon as A 40%, B 35% 
and C 25% with no interest on capital, A would receive $8,000.00, B 
$7,000.00 and C $5,000.00 out of a total profit of $20,000.00. If interest 
is allowed on all the capitals at the rate of 6%, the total interest would 
be $6,000.00 and the remaining divisible profits $14,000.00. A would re- 
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ceive $3,000.00 as interest and $5,600.00 as further profit, or $8,600.00 in 
all, B would receive $1,800.00 as interest and $4,900.00 as profit, or $6,- 
700.00; while C would receive $1,200.00 arid $3,500.00 or $4,700.00. A thus 
receives $600.00 as a part recognition of his larger capital. 

This method of dividing the profit is in reality a compromise be- 
tween the partner with the relatively large capital and low profit rate 
and the partners who, on account of their personal value to the business, 
have a relatively high profit rate. The one with the large capital will 
naturally desire to have profits divided on the capital ratio. The others 
demand extra profits on account of their personal qualities. To recog- 
nize the claims of all parties, it is agreed to distribute the profits on 
both plans, the first to the extent of 6%, or any other agreed rate, on 
the total capital, being divided on the capital ratio, the second the rest 
of the profit made, being divided on the agreed profit sharing ratio. 
Both the divisions are disposition of profit, the term interest being used 
merely to designate the amount that is to be divided on the capital ratio, 
and not because it is interest paid for the use of the capital. 

Therefore, in stating the profit and loss of a firm in which interest is 
allowed on all the capitals, the net profit of the period is carried down 
to a table of disposition of profits, in which is shown first the credit of 
interest on each partner’s capital and then the credit to each one of his 
share of the remaining profits. As such disposition of profits the in- 
terest on capital is charged directly to profit and loss, and not to in- 
terest. 


AVERAGES 


There is no way in which a business man is more likely to deceive 
himself than by forming the habit of depending upon average figures, 
when the basis on which they are made up is incorrect. 

One of the first principles to be noted is that an average of a num- 
ber of dissimilar things as a basis of comparison between different 
periods cannot be relied on, unless the proportion between the different 
elements remains virtually constant. A merchant whose business was 
divided into eight departments found that for nine consecutive years his 
gross profit was almost exactly 30% of his total sales in each year. The 
percentage was so nearly constant that he implicitly depended upon it, 
However, at the end of the tenth year, the closing of his books dis- 
closed profits that were about $20,000.00 less than 30% of his total sales. 
He was so sure of his percentage being correct that he seriously thought 
that the shortage was due to dishonesty in his office. An accountant, 
whom he employed, analyzed the figures of all the ten years. He found 
that the profits varied in the different departments from as low as 
10% to as high as 50% and that for the nine years the proportionate sales 
in the different departments had been virtually constant. In the tenth 
year, the merchant had made a special effort to push the sales in the 
department making only 10% and had succeeded in running them up to 
five or six times the normal amount. What he had not seen, and what 
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the accountant found great difficulty in making him see, was that every 
increase in the total sales caused by selling goods below the average of 
30% profits was bound to reduce that average. 

The same principle is exemplified in calculating the average interest 
on serial bonds sold at a discount. This is shown in the answers re- 
ceived to a problem that was given in one of the Illinois examinations, 
which read as follows: 

“A corporation, needing some additional capital for a short term of 
years, issues $300,000 of debenture bonds carrying 6% interest, and pay- 
able one-fifth each year for five years. Coupons are attached to the 
bonds maturing every six months. The bonds are sold at 90 flat. What 
average rate of interest does the company pay for the money, ex- 
cluding interest on interest?” 


SoLuTION 


The first point to be considered is that the company enjoyed the 
use of only ninety per cent of the money represented by the face of the 
bonds. The first year they would have the use of only $270,000. Next, 
that when it paid off $60,000 at the end of each year, ninety per cent of 
the payment, or $54,000, was a reduction of the available principal, and 
$6,000 was the payment of the discount on the bonds paid that year. This 
discount is the equivalent of interest deducted in advance and must be 
added to the bond interest actually paid. Lastly, the rate of interest paid 
each year cannot be taken, the rates for the five years added together and 
the total divided by 5 to find the average rate for all the years, because 
the principal varies each year, and the low rate on a large principal 
cannot be averaged with the high rate on a small principal. 

To average the rate of interest we must first take the actual money 
received, and the interest and discount paid out each year, for the dis- 
count does not become an expense until it is actually paid when the bonds 
are redeemed at par. We find that at the end of each year the account 
stands as follows: 




















Principal Payment 
270,000 Interest 18,000 

Discount 6,000 24,000 end Ist year 
216,000 Interest 14,400 

Discount 6,000 20,400 “ and “ 
162,000 Interest 10,800 

Discount 6,000 16,800 “ 3rd “ 
108,000 Interest 7,200 

Discount 6,000 i320 ”" ae” 
54,000 Interest 3,600 : 

Discount 6,000 9,600 “ sth ‘ 
810,000 84,000 
162,000 average principal 16,800 average interest 
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Dividing the average principal into the average interest, the average 
rate is found to be a trifle more than 10.37 per cent. 

It is assumed that the expression “excluding interest on interest’ 
means that the interest is not to be amortized so as to make the rate 
the same each year. 

If the rate of interest paid each year were calculated and the average 
of the five rates were taken, this would be the result: 


Principal Payment Rate 

Ist year $270,000 $24,000 8.89% 
2nd year 216,000 20,400 9.447% 
3rd year 162,000 16,800 10.37% 
4th year 108,000 13,200 12.22% 
sth year 54,000 0,600 17.78% 
68.70% 


Dividing 68.70 by 5 gives 13.74% as the average rate. 

If any one cares to prove that this rate is wrong and that 10.37% 
is correct, he may do so by calculating each principal separately for one 
year at 13.74%. He will find that this rate will call for a total payment 
of interest of $110,274.00. The same calculation at 10.37% will call for 
a total interest of $83,097.00, the difference between which and the 
$84,000.00 as given being due to the fact that the exact rate is a trifle more 
than 10.37%. 

To use a parliamentary phrase the “joker” in this problem is the annual 
amount of the discount. As this is the same each year, it is manifest that 
its influence on the rate when the principal is $270,000.00 is very much 
less than when the principal is only $54,000.00. 

As a further simple illustration, if the principals are the same, the 
rates of interest can be averaged. If $10,000 is borrowed for one year at 
3%, and $10,000 for another year at 6%, the total interest paid will be 
$900 on the $20,000, or an average on each $10,000 of 414%, which is the 
average of 3% and 6%. If $10,000 is borrowed for one year at 3%, and 

2,000 for another year at 6%, the total interest paid on the $12,000 will 
be $420, an average of 314%, which is not the average of 3% and 6%. 


AVERAGING OVERHEAD EXPENSE 


The most insidious error that the ordinary business man falls into 
is due to a wrong method of figuring the average of his selling or his 
overhead expense on his total sales. The following letter from the 
president of a prominent company in a neighboring state illustrates this. 

“The sales of one of our stations for four months were $62,715.94, 
at a gross profit of $20,420.28. The selling expenses were $14,006.78, leav- 
ing a net profit of $6,323.50. 

“Now, included in these sales are goods that carry various profits 
ranging from 5 to 500 per cent, but as shown by the gross profit, which 
is 32 per cent of our sales, we do not sell very many of the 500 per cent 
profit goods. 
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“Our percentage of expense for the sales at this particular station is. 
22.4 per cent, and as a general rule our accounts run or average about 
$18.00 to a customer. In our business we are unable to secure any larger 
trade on account of our competitors having a lower price which we are 
unable to meet, owing to our overhead expenses which at this station are 
22.4 per cent of the selling price. 

“We have opportunities to sell oil in tank car lots at 23%4c per gallon 
which costs us 3%c at the refineries. Now, to sell these goods it would 
not cost us 22.4 per cent as these goods can be sold by ’phone or tele- 
gram; whereas if we could sell these goods at 2%c per gallon we 
would increase our sales very easily to 50 per cent at this station, but 
we figure out that we would lose %c per gallon on every gallon we buy, 

“T wish you would tell me if it is possible for us to purchase these 
goods at a loss of 3%c per gallon. In other words we would be selling 
goods below cost. It seems to me the volume of business we would get 
would affect the overhead expenses, but in figuring up on the trading 
statement it would reduce the gross profit, and I am unable to see where 
we would overcome it. It seems to me I can faintly see where if we 
could purchase these goods at this price it would increase the volume of 
business, but I am unable to figure it out for myself.” 

To which the following answer was returned: 

“According to your figures, it costs $14,096.78 to sell $62,715.94 of 
ordinary goods. By selling 1,140,290 gallons of oil at 23%4c with no selling 
expense, your total sales will be increased 50% and therefore your aver- 
age selling expense will be reduced from 22.4% to about 14.9%. 

“Let us suppose that the demand for oil was unlimited, and that you 
could sell 114,029,000 gallons at 234 cents, realizing $3,135,797.50, raising 
your total sales to $3,198,513.44. On this your selling expense of $14,- 

.78 would be only .0044%, or virtually nothing. This would be a 
wonderful showing for your selling department. That you incidentally 
lost a small fortune on the oil would be unfortunate, but it would not 
affect the triumph of the man who insists on the principle of averaging 
things which are totally unlike. 

“Suppose you were feeding 200 cows and averaged the cost of feeding 
them over the gallons of milk they produced. If you added 100 cows 
to the herd, you could still make an average of the cost. But suppose 
you add 100 cats to the 200 cows, would you say that because you now 
have 300 animals, you can average the cost of the milk over 300 instead 
of 200? There is no greater difference between productive and non- 
productive animals, than there is between productive and non-productive 
sales. The introduction of the non-productive sales into the calculation 
of averages is a fallacy that looks all right on paper, but it does not 
work out. 

“Another thing you overlook in regard to the oil is that the % cent 
per gallon loss is a selling expense, adding $8,552.17 to that item, making 
it $22,048.95. This brings the selling expense of the total sales of $04,- 
068.91 to nearly 24.1%, so that the average selling expense is increased 
instead of being diminished. It would not be unreasonable to add the 
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profit that you ought to have made on a 50% increase of sales, $3,161.75 
to the selling expense of the oil, making a still worse showing. 

“I cannot see any reason for selling oil, or anything else, at a loss, 
unless it is necessary in order to bring about large sales of high-profit 
goods, on the principle of throwing a sprat to catch a mackerel. Un- 
fortunately in your case the bait costs more than the fish you catch. 

“The principle remains. You cannot average things that are totally 
unlike.” 

Acknowledging that this is an extreme case, it differs only in degree 
and not in kind from many others in which a blind dependence is placed 
on average figures, without any attempt to analyze them and to find out 
their true significance and their applicability to the situation. 

The sixth question in auditing in the Virgina examinaton of October, 
1913, deals with average costs. It is an excellent test of the applicant’s 
knowledge of the subject. 


QUESTION 


“A lumber company issues the following statement and one of the 
stockholders submits it to you as he cannot understand how 135,000 ft. 
sold at average of $8.15 per M can produce a profit of $370.00 with a 
cost of $6.50 per M. Make your report with reasons why the state- 
ment is in error and illustrate with a new statement of operation applying 
the inventories where they correctly belong at proper value and show- 
ing the cost of each operation and the cost of the material as it works 
through from operation to operation. 


PINE TOP LUMBER COMPANY 


STATEMENT OF OPERATION — JUNE I, I913 








INCOME 
Sales: Average Cost 
100,000 ft. rough lumber $ 750.00 $ 7.50 
35,000 “ dressed “ 350.00 10.00 
$1,100.00 $ 8.15 
EXPENSE 
Logging 
400,000 ft. $1,200.00 $3.00 
Hauling to mill 
300,000 ft. 300.00 1.00 
Sawing at mill 
200,000 ft. 300.00 1.50 
Planing 
50,000 ft. 50.00 1.00 
$1,850.00 $6.50 
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Less inventory (estimated value) 

100,000 ft. logs in woods @ $2.50 $250.00 
100,000 “ “ at mill “ 4.00 400,00 
50,000 “ rough lumber “ 7.00 350.00 





























15,000 “ dressed “ * 8.00 120.00 1,120.00 

Cost $ 730.00 

Profit 370.00 

$1,100.00 

ANSWER 
PINE TOP LUMBER COMPANY 
Cost SHEET 

Logging ; 400,000 ft. @ $3.00 $1,200.00 
Less inventory in woods 100,000 “ “ “ 300.00 
Cost of logs hauled to mill 300,000 “ “ 3.00 900.00 
Hauling “ “ “ 1.00 300.00 
Cost of logs at mill 300,000 “ “ 4.00 1,200.00 
Less inventory at mill —— | 400.00 
Cost of lumber sawed 200,000 “ “ 400 800.00 
Sawing “ 1.50 300.00 
Cost of rough lumber 200,000 “ “ 5.50 1,100.00 
Rough lumber sold ag00 “ * * 550.00 
100,000 “ “ * 550.00 
Less inventory rough lumber 50,000 “ “ “ 75.00 
50,000 “ “ 275.00 
Planing (dressing) “ 1.00 50.00 
Cost of dressed lumber 50,000 “ “ 6.50 325.00 
Less inventory —"- = 97.50 
Cost of dressed lumber sold 35,000 “ “ 6.50 $ 227.50 

Prorit AND Loss AccouNT 
RS ee $1,200.00 Sales rough lumber ..... $ 750.00 
DE. siccbaivsrcccases 300.00 “ dressed lumber .... 350.00 
DT cis tecsasdninanced 300.00 Woods inventory logs ... 300.00 
EE 66.05 6isicecenseds 50.00 Mill inventory logs ..... 400.00 
HR. 405 teescaeewens 322.50 Inventory rough lumber . 275.00 


Inventory dressed lumber 97.50 


$2,172.50 $2,172.50 


The figures are explained by the cost sheet. 
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CONDENSED ProFit AND Loss STATEMENT 








Sales 100,000 ft. rough lumber @ $7.50 ............... $750.00 
RA Oe RD ices scnasecichacnndeneeenssvadwaeccenaes 550.00 
ee ey eee $200.00 
Sales 35,000 ft. dressed lumber @ $10.00 ................. $350.00 
NR ES ibe dh a aes adereN mata cenaeenoneen 227.50 
EE I IE oc coin ea dans sdinsacosivegsincns 122.50 
EE innit wos deenchensb deck Ginbédonaseanmetennatel $322.50 








RECONCILIATION OF DISCREPANCIES 














ee NE A NE ee. Cie only sa Shea en Sakw ce aakueee $370.00 
Overvaluation of inventories: 
50,000 ft. rough lumber @ $7.00 ............ $350.00 
ON Me GD keer ccncducscacecsiess 275.00 75.00 
15,000 ft. dressed lumber @ $8.00 ......... $120.00 
Ee Se Oe OD cn duns coasesdarnansete 97.50 22.50 
I: cnc es cas smmnnam ane eeitus $97.50 
Less undervaluation: 
100,000 ft. logs in woods @ $2.50 ......... $250.00 
is cic ectenacascdcucase 300.00 50.00 
EE IE OEE OOS Ee TEEN Ra EL a ah 47.50 
Ee en ree degtiocndaatscekoed $322.50 








The criticism to be made of the company’s statement is that their 
averages, even if correct, would not give any information. Averaging 
rough lumber sold at $7.50 with dressed lumber at $10.00 would mean 
nothing as a basis of comparison with sales at other times, unless the 
proportion of 100 to 35 was always maintained. They also made a grave 
mistake in calling $6.50 the average cost. It is only the cost of the 
dressed lumber. The only total average cost that they are concerned 
with is the cost of the lumber sold, if they wish to make a comparison 
with the average selling price of $8.15. This average cost would be 








100,000 ft. rough lumber @ $5.50 $550.00 
35,000 “ dressed lumber @ 6.50 227.50 
135,000 “ at an average of $5.76 $777.50 


which is found by dividing the total cost by the number of feet. 

As before, this average does not mean anything, unless the propor- 
tionate sales of the two kinds of lumber remain constant. 

The average cost of logs in the woods and at the mill and of the 
rough and dressed lumber is valuable to them as a basis for comparison 
with the cost of similar logs and lumber at other times, but the compari- 
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son must be made at each stage of the progress from the beginning in 
the woods to the finish at the planer. 
The fifth practical problem in the Virginia examination is also a 
very excellent one. 
PROBLEM 


The balance sheet of the Proffitt Table Manufacturing Company, as 
of June 30, 1913, is as follows: 


Assets Liabilities 
Re io os ce oe a oe $ 383,182.06 Accounts payable ..... $ 83,334.07 
Accounts receivable .. 1,864,434.00 Bills payable ......... 34,975.50 
Bills receivable ....... 232,460.57 S——— 
Mdse. inventory ...... 359,257.34 $ 118,300.57 
Land and buildings ... 129,769.72 
Machinery and equip- 
GE: asaicnsioner sae 195,932.82 Capital &c: 

Furniture and fixtures 1,913.24 Preferred stock ....... 300,000.00 
Investments .......... 290,050.00 Common stock ....... 1,000,000.00 
Prepaid taxes and ins. CS ee are 2,040,050.00 

$3,458,359.57 $3,458,359.57 


The par value of its common and preferred stock is $100. 


The investments consist of stocks of other companies, as follows: 


Market 

Shares Company Kind Par Carried at value 
1,500 Alpha Lumber Co. Common $100. $150,000.00 $210,000.00 
1,000 Beta Planing Co. i 100. 100,000.00 180,000.00 
500 Delta Veneer Co. a 100. 40,050.00 60,000.00 





$290,050.00 $450,000.00 








The board of directors passed the following resolutions: 


1. To increase surplus and investment accounts by an amount suffi- 
cient to raise the latter to the market value of the securities owned. 
2. To set aside, out of surplus, a contingent reserve of $50,000.00. 
3. To pay the holders of its common stock dividends as follows: 
(a) 30% payable in cash 
40% “ 


(b) “ preferred stock 

(c) 50% - “ common stock 

(d) 45% “3 “ shares of other companies owned, as fol- 
lows: 


1% shares of ~ 1 share of Beta and % share of Delta 
to each holder of 10 shares of Proffit common. 
The holders of Proffit common are as follows: 


Proffitt 3,000 shares 
N. O. Lawse 2,500 “ 
C. A. Waters 2,000 “ 
G. B. Mellen 1,500 “ 
T. F. Cutting 1,000“ 





10,000 shares 
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Draft the entries necessary to give effect to the above and prepare 
balance sheet showing the company’s condition after said transactions have 
been completed. 


SoLuTION 
PROFFIT TABLE MANUFACTURING COMPANY 


The journal entries necessary to put these transactions on the books 
would be credits and debits to surplus, as they have nothing to do with 
the operating profit and loss of the business. Each entry would be 
accompanied by.a reference to the action of the board of directors, citing 
the date of the meeting and the resolution as adopted. There is 
nothing gained by repeating this reference with each entry here. 


Investment Alpha Lumber Co. ................. $ 60,000.00 

Investment Beta Planing Co. ...........eeceeees 80,000.00 

Investment Delta Veneer Co. ........c...eeeeees 19,950.00 i 
DRE icthidnnd sinsennehbsdeenedemiad nis $159,950.00 


To raise these stocks to market values. 


Surgive sscieetiaet abide tosis nite hihld ce ciaeeainligina aca 50,000.00 
rr Ce. cabs eadbaneameaien 50,000.00 
a “¥ PE ne ee RT ee 300,000.00 
i PD siccucsecccesssscctowanenedes 300,000.00 
PE Ckctatnseihiudisnnsdvthekidedbetmieate Dens 400,000.00 
Po preferred stock dividend ...............0+- 400,000.00 
— “~ Shea hhh Aacbansihanaan sane 500,000.00 
@ common stock: dividend ......cccocscccccccs 500,000.00 
DD. Ket eetee att addancnadébiopyebnccade 450,000.00 
INE TENOEONE 66666 occcesicnccsecces 450,000.00 
eas on beer ee acenhadaemeieie 300,000.00 
eS eee PEE EAE HS SM 300,000.00 
DO WE Sona ca sacaened eames $ 90,000.00 
EES Ancecncenienacnedd 75,000.00 
oe PO rrr 60,000.00 
i i MD “dévennnsuseadoeaes 45,000.00 
Be | as 30,000.00 
Preferved atecit dividend .......cccscccscccccccece 400,000.00 1 
To capital stock preferred .......cccccccesecce 400,000.00 
Proffit 12,000 shares...... $120,000.00 
m O Sees £60D  lkcccss 100,000.00 
a ae rere re 80,000.00 
G. B. Mellen aa 60,000.00 
ae. me ©. eseies 40,000.00 
ON RO SO 500,000.00 
ZO COMMA SOC COMMON ...cccccccccccccsece 500,000.00 
z ‘o Profit 1,500 shares...... $150,000.00 
mn. © Eaves tpp * llicccs 125,000.00 
c. & wae Beep lo ckss 100,000.00 i 
G. B. Mellen 750 “...... 75,000.00 
ae eee lhc qe 50,000.00 
I EE hod cdncdccacseccasnud bau 450,000.00 
Tl EEE. ncdbdupecnconsnsneqgadéonnaenees 450,000.00 


Divided as follows: 


to 





Students’ Department 


Alpha Beta Delta 
I. C. Proffitt 450 shares $63,000.00 300 sh. $ 54,000.00 150 sh. $18,000.00 
N. O. Lawse 375 = 52,500.00 250 “ 45,000.00 125 “ 15,000.00 
C. A. Waters 300 ' 42,000.00 200 “ 36,000.00 100 “ 12,000.00 
G. B. Mellen 225 - 31,500.00 150 “ 27,000.00 75 “ 9,000.0¢ 
T. F. Cutting 150 “ 21,000.00 100 “ 18,000.00 50 “ 6,000.00 
1,500 $210,000.00 1,000 $180,000.00 500 $60,000.00 


PROFFIT TABLE MANUFACTURING COMPANY 


BALANCE SHEET — JUNE 30, 1913 


Assets Liabilities 
CI iii ee ee aad $ 83,182.96 Accounts payable ....$ 83,334.07 
Accounts receivable ... 1,864,434.00 Notes payable ........ 34,975.50 
Notes receivable ...... 232,400.57. Capital stock, preferred 700,000.00 
Merchandise inventory 350,257.34 " “common _1,500,000.00 
Land and buildings ... 129,769.72 Surplus ...$500,000.00 
Machinery and equip- Contingent 
Se s ceekeatesenss 195,932.82 reserve . 50,000.00 550,000.00 
Furniture and fixtures 1,913.24 
Prepaid taxes and in- 
NEE. kn <sgenbene 1,357.93 
$2,868, 300.57 $2,868,300.57 


The writing up of the investments to market price might well be 
criticized, if it were not for the intention to distribute them to the 
stockholders. As it is, the only effect is to make the dividend appear 
to be larger. 

As there is no mention of any unissued stock or treasury stock on 
hand, the stock dividend must have been from new stock, and it is 
assumed that the proper authority has been obtained for the increase in 
their capital. 

The contingent reserve is included with the surplus in the balance 
sheet, as it is part of the undivided profits, and is not, like a reserve 
for depreciation, an expression of an estimated loss on some specific 
asset. The establishment of this reserve was entirely meaningless, be- 
cause the surplus itself is accumulated as a reserve againt contingent 
losses, as well as to provide working capital, and also because, being 
established by the board of directors, it is under their control and can 
at any time be thrown back into surplus and be made available for 
dividends. The only reserve of that character that has any real mean- 
ing is one that is established by the stockholders and is subject only to 
their control. 








Correspondence 


Treatment of Sinking Funds 


Editor, The Journal of Accountancy: 

Sir: The treatment of sinking funds seems to be a subject that 1 
worse than Banquo’s ghost! Heretofore it has been more or less of an 
academic question, but in view of the fact that the interstate and state 
public service and utility commissions are undertaking to fix rates for 
public utility service, it becomes a question of serious importance. 

Let me say at the outset that until within a very short time I took the 
same view as Mr. Ludlam in his article in the March, 1914, issue of 
THE JouRNAL, vis.: that it was quite sufficient for all practical purposes 
merely to set aside from general funds the amounts annually required for 
sinking fund purposes without going through the apparently superfluous 
process of setting up a corresponding reserve out of the surplus, or, 
what is practically the same thing, ear-marking it as a sub-account under 
surplus. Before Mr. Shipway’s keen comment in the June issue of 
Tue JourNat—“In the meantime, the advantage is had of a proper record 
of the facts’—came to my attention, I had had a little experience of my 
own which opened my eyes to the value of such proper record. 

The accountant of a certain state commission in the course of a 
friendly conversation made the rather startling (to me) statement that 
where a utility had a sinking fund requirement in its mortgage, he did 
not consider it necessary for it to accrue any more of a depreciation 
fund than might be necessary to make up the difference between the total 
sinking fund and the total estimated depreciation for a given term of years. 
In support of this he submitted a final balance sheet based on the assump- 
tions— 

That the capital raised is $200,000, of which $100,000 is stock and 
$100,000 bonded debt; 
That the bonds mature and the plant is theoretically exhausted at 
the same date. 


BALANCE SHEET 


Plant (original cost) ..... CD. IE nvkceswscvaviccnceene $100,000 
OO rere songeo Bonds .......+<. 'teeeeeees 100,000 
Depreciation fund ........ 100,000 Reserve depreciation ..... 200,000 

$400,000 ,000 


“Now,” said my friend, “the sinking fund is used to pay off the 
bonds. The reserve for depreciation is deducted from the plant account, 
And we have left $100,000 in the depreciation fund, which, if the com- 
pany goes out of business is paid over to the stockholders who get all 
their money back. If they want to continue business, they renew the 
bonds, transfer the sinking fund to the depreciation fund, replace the 
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plant and begin all over again. In other words they are in exactly the 
same position as when they started.” 

You will note what he has done, constructively speaking. During the 
life of the plant he has charged only one-half the actual depreciation to 
earnings and credited it to the reserve account, and has made up the 
balance in the latter account from the sinking fund instalments charged 


against income or surplus. He does this either directly, by the entry 


Surplus (or income) 

or indirectly by two entries, 
(a) Surplus (or income) 
(b) Sinking fund reserve 


Reserve for depreciation, 


Sinking fund reserve, 
Reserve for depreciation. 





All the rest of the surplus has, under the terms of the assumed facts, 
been distributed in dividends. 

Of course, it goes without saying that no accounting officer would be 
justified in transferring the sinking fund reserve to the depreciation re- 
serve in this manner. It is merely juggling with names of accounts, 
The correct way to state the final balance sheet would be as follows: 


EE eee ei BN oo ihekcadbndonndion $100,000 
eS ee 100,000 Bonds .........+.+++0-. »+ 100,000 
Depreciation fund ....... 100,000 Depreciation res. ......... 100,000 
Sinking fund res. ........ 100,000 

$400,000 $400,000 


Now when the bonds are paid off, the resulting balance sheet is, 


WOME ks cininceapdwaeadendae Sa0OGOG BODE on cccccccccssscsvces $100,000 
Depreciation fund ........ 100,000 Depreciation reserve ..... 100,000 
EE abaenvevevananeets 100,000 

$300,000 $300,000 


If the utility now goes out of business, the depreciation fund is used 
to pay off the stock in full, but the surplus is wiped out by the difference 
between the total amount invested in the plant and the actual amount of 
depreciation accrued. _ 

What has become of the difference? Manifestly it has been paid back 
to the stockholders, in the form of dividends but actually out of capital, 
This is shown clearly by the fact that if the utility wishes to continue 
business, it must put up that $100,000 shortage in the depreciation fund, 
whether by issuing new stock or borrowing on bonds. My friend insists 
that since the stockholders get back their original stock investment (and 
he might have added the same amount in dividends really paid out 
of capital) nobody suffers. He ignores the fact that the stock at the end 
might be in hands entirely different from those of the original investors, 
and the later owners would undoubtedly have paid more than par for a 
stock showing such handsome dividends. 

Ordinarily we might view the matter with more or less cynical amuse- 
ment, saying that if utility managers choose to fool themselves in this 
way, even with the sanction of commissions, it is a matter of interest 
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to the stockholders only as to whether they get back their investment 
as a whole or piecemeal. But accountants who have experience with 
public utilities will see at once the importance of clear statements and 
records since on them will hang the question of adequate rates to be 
charged to consumers. This is too involved and complicated a question 
to go into here. I am submitting this little experience merely to em- 
phasize the point raised by Mr. Shipway—that the sinking fund reserve 
should be set up to show the proper record of the facts. It is manifest 
that if my friend’s balance sheet were correctly re-stated as above nobody 
could be deceived into thinking that an adequate depreciation fund had 
been charged and accrued. 

As to Mr. Shipway’s questioning the soundness of a corporation bor- 
rowing money to pay a sinking fund instalment, it seems to me all Mr. 
Ludlam meant was that it would be proper to do so in a temporary 
emergency, as, for example, at a time when an abnormal amount of cur- 
rent assets was locked up in accounts receivable due to money stringency. 

W. H. Lawron. 
Wayne, Pennsylvania, June 15, 1914. 





The Oregon State Society of Certified Public Accountants 


At the annual meeting of the Oregon State Society of Certified Public 
Accountants the following officers were elected: President, Alexander C, 
Rae; vice-president, H. A. Moser; secretary and treasurer, Albert Lester 
Andrus; delegate to annual meeting, Alexander C. Rae; alternate delegate, 
W. R. Mackenzie; directors for the ensuing year, William Whitfield and 
George P. Clark. 





The Dominion Association of Chartered Accountants 


The annual meeting of the Dominion Association of Chartered Ac- 
countants will be held in Halifax, Nova Scotia, September Ist to 4th, 


IQI4. 





The Missouri Society of Certified Public Accountants 


At the annual meeting of the Missouri Society of Certified Public Ac- 
countants held in St. Louis on June 12th the following officers were 
elected: President, B. D. Kribben; first vice-president, Frederic A. 
Smith; second vice-president, J. M. McShane; secretary, Richard Wilson; 
treasurer, J. D. M. Crockett; auditor, Edward J. Dillon; delegates, 
B. D. Kribben, L. N. Simson, and Stanley Young; alternates, E. G. H. 
Kessler, Richard Wilson and J. D. M. Crockett; directors, E. G. H. 
Kessler, Francis A. Wright, Jr., and Frederic A. Smith. 
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The Louisiana State Board of Accountants 


At the examinations held by the Louisiana State Board of Accountants 
on May 22d and 23rd, one candidate, George A. Treadwell, successfully 
passed in all subjects and received a certificate as a certified public 
accountant. 





British Society of Incorporated Accountants and Auditors 


The council of the British Society of Incorporated Accountants and 
Auditors has reelected as president and vice-president respectively for 
the ensuing year Charles Hewetson Nelson (Liverpool) and Arthur Edwin 
Woodington (London). 





Announcements 


Westermann, Trader and Company, certified public accountants, an- 
nounce the removal of their St. Louis offices to suite 1110, Boatmen’s 
Bank Building, 300 Broadway. 





H. Foulks Lynch & Company announce the change of their address 
to 61 Watling Street, London, E. C. 





Edward Cook announces that he has opened an office at 65 Calle 
Juan Luna (Plaza Cervantes) Manila, Philippine Islands, for the practice 
of public accountancy. 





H. P. L. Hillman, C.P.A., announces that his address has been 
changed to 648 Ontario Street, Toronto, Canada. 





Chester G. Weston, C. P. A., announces that he has severed his con- 
nection with the firm of Fink & Weston and is now practising at 305 
Colorado Building, Denver. 





It is announced that the firm of Fink & Weston has been dissolved by 
mutual consent. Elwood Fink, C.P.A., will continue to practise as a 
public accountant at 410 Colorado Building, Denver. 





Price, Waterhouse & Co., announce that Joseph Edward Masters 
has been admitted to the firm as resident partner in Boston. 
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Book Reviews 


BUSINESS ADMINISTRATION, ITS MODELS IN WAR, STATE- 
CRAFT, AND SCIENCE. By Epwarp D. Jones. The Engineering 
Magazine Company, New York, 1914. 275 pages. $2.00. 

This is an age of seeking after a betterment of conditions and a gen- 
erally improved method of conducting business. In an unfortunate 
moment some one hit upon the word “efficiency” and from that time 
to the present we have had efficiency dinned in our ears almost without 
cessation until the ordinary man of business is sick almost to death of 
the very mention of the word. But there are other less hackneyed but 
partly synonymous terms which have come into use and one of these 
is “business administration.” Naturally there has always been adminis- 
tration of business but it has become a study and a science within com- 
paratively recent times. An immense amount of literature on the sub- 
ject has been produced and a great deal of it, it must be confessed, has 
been far too specific to be of much value outside a small circle of 
readers. In the book before us, however, Professor Jones has dealt 
with the subject in a more or less detached manner, and his book is a 
distinct addition to the better literature of business administration. His 
analysis is not restricted and as a result he is able to bring together 
a wide variety of facts and theories which will be found useful by 
those who are devoting themselves to the study of this great and grow- 
ing subject. 





THE MATHEMATICAL THEORY OF INVESTMENT. By E. B. 
SKINNER. Ginn & Co., Boston, Mass., 1913. 245 pages. $2.25. 
Professor Skinner states in the preface to The Mathematical Theory 

of Investment that the book is written for the use of students of business 
and public affairs. He has gone far afield in the literature of investment 
and from a wide range of study has brought together within compara- 
tively narrow limits a thoughtful and useful text book taking the student 
through various mathematical and accounting stages up to useful exposi- 
tions of the theory of probability. Much attention is devoted to sinking 
funds, depreciation, problems in life insurance, life annuities, valuation 
of bonds, amortization and other important factors in the financial world 
of today. 





